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Background 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  was 
established  in  1863  as  a  bureau  of  the  Department  of  the 
Treasury.  The  OCC  is  headed  by  the  Comptroller  who  is 
appointed  by  the  President,  with  the  advice  and  consent  of 
the  Senate,  for  a  5-year  term. 

The  OCC  regulates  national  banks  by  its  power  to: 

•  Examine  the  banks; 

•  Approve  or  deny  applications  for  new  charters, 
branches,  capital  or  other  changes  in  corporate  or 
banking  structure; 

•  Take  supervisory  actions  against  banks  that  do  not 
conform  to  laws  and  regulations  or  which  other¬ 
wise  engage  in  unsound  banking  practices,  in¬ 
cluding  removal  of  officers,  negotiation  of 
agreements  to  change  existing  banking  practices, 
and  issuance  of  cease  and  desist  orders;  and 

•  Issue  rules  and  regulations  concerning  banking 
practices  and  governing  bank  lending  and  invest¬ 
ment  practices  and  corporate  structure. 

The  OCC  divides  the  United  States  into  six  geographical 
districts,  with  each  headed  by  a  Deputy  Comptroller. 

The  Office  is  funded  through  assessments  on  the  assets 
of  national  banks,  and  federal  branches  and  agencies. 
Under  the  International  Banking  Act  of  1978,  the  OCC 
regulates  federal  branches  and  agencies  of  foreign 
banks  in  the  United  States. 


The  Comptroller 

Eugene  A.  Ludwig  took  the  oath  of  office  on  April  5, 
1993,  as  the  27th  Comptroller  of  the  Currency. 

By  statute,  the  Comptroller  serves  a  concurrent  term  as 
Director  of  the  Federal  Deposit  Insurance  Corporation 
and  the  Neighborhood  Reinvestment  Corporation.  The 
Comptroller  also  serves  as  a  member  of  the  Federal 
Financial  Institutions  Examination  Council. 

Mr.  Ludwig  joined  the  OCC  from  the  law  firm  of  Cov¬ 
ington  and  Burling  in  Washington,  D.C.,  where  he  was 
a  partner  beginning  in  1981 .  He  specialized  in  intellec¬ 
tual  property  law,  banking,  and  international  trade.  He 
has  written  numerous  articles  on  banking  and  finance 
for  scholarly  journals  and  trade  publications,  and 
served  as  a  guest  lecturer  at  Yale  and  Harvard  Law 
Schools  and  Georgetown  University’s  International  Law 
Institute. 

Mr.  Ludwig  grew  up  in  York,  Pennsylvania,  where  he 
attended  York  Suburban  High  School.  He  earned  a  B.A. 
magna  cum  laude  from  Haverford  College  in  Pennsyl¬ 
vania.  He  received  a  Keasbey  scholarship  to  attend 
Oxford  University,  where  he  studied  politics,  philoso¬ 
phy,  and  economics  and  earned  a  B.A.  and  M.A.  He 
holds  an  LL.B.  from  Yale  University,  where  he  served  as 
editor  of  the  Yale  Law  Journal  and  chairman  of  Yale 
Legislative  Services. 


The  Quarterly  Journal  is  the  journal  of  record  for  the  most  significant  actions  and  policies  of  the  Office  of  the  Comptroller  of 
the  Currency.  It  is  published  four  times  a  year  in  March,  June,  September  and  December.  The  Quarterly  Journal  includes 
policy  statements,  decisions  on  banking  structure,  selected  speeches  and  testimony,  material  released  in  the  interpre¬ 
tive  letters  series,  statistical  data  and  other  information  of  interest  to  the  administration  of  national  banks.  Suggestions, 
comments  or  questions  on  content  may  be  sent  to  Claire  Emory,  Senior  Writer/Editor,  Communications  Division,  Comptroller 
of  the  Currency  Washington  D  C,  20219.  Subscriptions  are  available  for  $100  a  year  by  writing  to  Publications  -  QJ 
Comptroller  of  the  Currency.  PO  Sox  70004,  Chicago,  IL  60673-0004. 
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Operations  of  National  Banks 


Overview 

Increases  in  noninterest  income  and  net  interest  in¬ 
come,  coupled  with  improvement  in  cost  efficiency, 
produced  another  quarter  of  strong  earnings  for  nation¬ 
al  banks.  Despite  a  large  increase  in  provisioning  for 
loan  and  lease  losses,  national  bank  earnings  in¬ 
creased  by  18  percent  compared  to  a  year  ago,  and 
topped  $8  billion  for  only  the  second  time  in  history. 
Despite  concerns  regarding  “excess  capital,”  bank 
earnings  increased  in  almost  all  regions  and  across  all 
asset  size  groups. 

The  widespread  financial  strength  of  national  banks  is 
partly  a  reflection  of  the  strong  underlying  growth  in  the 
U.S.  economy.  The  gross  domestic  product  (GDP)  for 
the  United  States  grew  at  a  4.8  percent  annual  rate 
during  the  second  quarter.  This  was  the  fastest  quarter¬ 
ly  GDP  growth  in  two  years,  and  about  twice  the  pace 
of  U.S.  economic  growth  over  the  previous  five 
quarters.  Strong  GDP  growth  usually  results  in  strong 
earnings  for  banks,  and  this  quarter  proved  no  excep¬ 
tion.  Although  it  may  be  appropriate  to  discount  this 
growth  due  to  consolidation,  national  banks  are  un¬ 
questionably  becoming  progressively  stronger.  Fewer 
problem  banks,  fewer  liquidity  troubled  banks,  and 
more  banks  with  return  on  equity  exceeding  15  per¬ 
cent  indicate  a  fundamentally  healthy  national  banking 
sector. 

Credit  Quality 

The  strength  in  bank  earnings  is  tempered  by  the 
continued  deterioration  in  consumer  credit  quality. 
Credit  problems  were  associated  with  a  substantial  rise 
in  second  quarter  loan  loss  provisioning.  The  ratio  of 
loan  loss  provisions  to  total  loans  increased  for  the  fifth 
consecutive  quarter  to  0.60  percent,  compared  to  0.36 
percent  a  year  ago.  Net  losses  on  credit  card  and 
installment  loans  also  increased  for  the  fifth  consecu¬ 
tive  quarter,  and  accounted  for  over  80  percent  of  total 
loan  losses  in  the  second  quarter.  However,  credit  card 
and  installment  loans  account  for  only  22  percent  of 
total  loans  at  national  banks. 

On  a  more  positive  note,  commercial  and  industrial 
(C&l)  and  real  estate  net  loan  losses  remain  historically 
low.  Although  C&l  net  loan  losses  increased  slightly 
over  the  last  year,  these  losses  are  commensurate  with 
the  recent  upswing  in  C&l  lending. 


Loan  loss  provisions  to  loans 

% 


Source:  call  reports 


For  national  banks  as  a  whole,  provisioning  has  kept 
pace  with  loan  losses  over  the  last  year.  Consequently, 
total  reserves  for  loan  and  lease  losses  increased  by 
5.2  percent  over  the  last  year  to  $32.7  billion,  or  2.0 
percent  of  total  loans.  With  noncurrent  loans  at  national 
banks  at  the  same  level  they  were  a  year  ago  —  $18.0 
billion  —  the  loan  reserve  coverage  of  noncurrent  loans 
increased  to  181  percent,  compared  to  173  percent  a 
year  ago. 

Net  loan  losses  by  type 


$  Billions 


1992  1993  1994  1995  1996 


Source:  call  reports 
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Earnings 


Return  on  equity  by  asset  size 


The  annualized  return  on  equity  for  national  banks 
climbed  to  16.9  percent  during  the  second  quarter, 
compared  to  15.7  percent  a  year  ago.  This  was  the 
fourth  highest  quarterly  ROE  ever  earned  by  national 
banks. 


Return  on  Equity 


% 


1992  1993  1994  1995  1996 


Source:  call  reports 


The  largest  group  of  national  banks,  those  with  assets 
over  $10  billion,  led  the  industry  with  a  sizable  increase 
in  second  quarter  ROE.  A  slightly  higher  percentage  of 
national  banks  lost  money  in  the  second  quarter  than  a 
year  ago,  4.6  percent  compared  to  4.0  percent.  This 
was  offset,  however,  by  an  increase  in  the  percentage 
of  highly  profitable  national  banks  (those  with  ROE  of 
more  than  15  percent),  37  percent  compared  to  34 
percent. 

Strong  growth  in  fee  income  and  net  interest  income, 
and  continued  expense  control,  fueled  the  increase  in 
national  bank  profitability.  Noninterest  income  in¬ 
creased  due  to  growth  in  both  fee  income  and  trading 
revenue,  and  net  interest  income  increased  as  national 
banks  net  interest  margins  widened  in  the  second 
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Source:  call  reports 


quarter.  Noninterest  income  grew  faster  than  net  inter¬ 
est  income,  reflecting  a  trend  over  the  past  decade  of 
banks  moving  towards  greater  reliance  on  fee  income 
and  trading  revenues.  Noninterest  income  accounted 
for  38  percent  of  revenues  at  national  banks  in  the 
second  quarter,  compared  to  36  percent  a  year  ago.  In 
1984,  noninterest  income  accounted  for  only  27  per¬ 
cent  of  national  bank  revenues.  Reflecting  the  greater 
expense  control,  the  efficiency  ratio  for  national  banks 
—  noninterest  income  relative  to  revenues  —  improved 
to  62  percent  in  the  second  quarter,  compared  to  64 
percent  a  year  ago  and  69  percent  in  1984. 

Capital 

National  banks  continued  to  use  their  strong  earnings 
to  build  capital  in  the  second  quarter.  Equity  capital 
increased  by  $1 5.3  billion  in  the  second  quarter  to  $208 
billion.  The  equity  capital  ratio  increased  to  8.19  per¬ 
cent,  compared  to  8.03  percent  in  the  first  quarter  and 
7.9  percent  a  year  ago. 

Financial  and  Statistical  Analysis 

For  more  information,  contact  Richard  Nisensen 

202-874-5432 
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Aggregate  performance  data  for  national  banks 
(Data  through  second  quarter  of  each  year) 


1991 

1992 

1993 

1994 

1995 

1996 

Industry  Structure 

Number  of  banks . 

3,911 

3,699 

3,449 

3,191 

2,946 

2,763 

Number  of  banks  with  losses  ... 

553 

286 

200 

120 

95 

101 

Number  of  failed/assisted  banks . 

26 

14 

15 

3 

1 

2 

Income  Statement  ($  billions) 

Year-to-Date: 

Net  income  . 

5.05 

8.56 

12.45 

13.17 

13.69 

14.74 

Net  interest  income . 

34.87 

37.50 

40.03 

41.33 

42.79 

47.03 

Noninterest  income . 

18.05 

19.79 

22.09 

22.20 

24.32 

28.08 

Noninterest  expense . 

36.37 

38.21 

41.59 

41.00 

43.27 

47.92 

Loan  loss  provision . 

10.00 

8.03 

4.99 

2.95 

2.61 

4.34 

Gams  on  securities  sales,  net  . 

0.48 

1.09 

0.85 

0.46 

0.09 

0.29 

Extraordinary  income,  net  . 

0.63 

0.18 

1.58 

-0.04 

-0.01 

0.09 

Net  loan  loss . 

9.90 

7.38 

5.16 

3.05 

2.47 

4.52 

Second  Quarter: 

Net  income . 

2.08 

4.43 

6.21 

6.73 

7.05 

8.30 

Net  interest  income . 

17.62 

19.15 

20.29 

21.31 

21.68 

25.06 

Noninterest  income . 

9.15 

10.23 

11.42 

11.12 

12.37 

15.07 

Noninterest  expense . 

18.51 

19.66 

20.63 

20.93 

21.93 

24.72 

Loan  loss  provision . 

5.41 

3.73 

2.21 

1.54 

1.35 

2.32 

Gains  on  securities  sales,  net  . 

0.21 

0.38 

0.34 

0.13 

0.16 

0.02 

Extraordinary  income,  net  . 

0.29 

0.08 

0.07 

0.00 

0.00 

0.03 

Net  loan  loss . 

5.75 

3.56 

2.69 

1.63 

1.27 

2.37 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

8.28 

13.14 

16.72 

16.10 

15.79 

15.17 

Return  on  assets . 

0.51 

0.88 

1.26 

1.25 

1.23 

1.22 

Net  interest  margin . 

3.54 

3.86 

4.04 

3.92 

3.85 

3.89 

Loss  provision  to  loans . 

1.59 

1.34 

0.84 

0.46 

0.38 

0.56 

Net  loan  loss  to  loans . 

1.57 

1.24 

0.87 

0.48 

0.36 

0.59 

Noncurrent  loans  to  loans  . 

4.38 

3.90 

2.86 

1.64 

1.25 

1.11 

Loss  reserves  to  loans . 

2.65 

2.82 

2.69 

2.41 

2.16 

2.00 

Loss  reserves  to  noncurrent  loans . 

60.48 

72.22 

94.05 

146.86 

172.85 

181.29 

Loans  to  assets . 

63.61 

61.16 

59.96 

59.51 

62.67 

64.21 

Loans  to  deposits . 

81.41 

78.31 

78.97 

83.13 

89.19 

90.91 

Equity  to  assets . 

6.31 

6.93 

7.74 

7.70 

7.90 

8.19 

Estimated  leverage  ratio . 

5.98 

6.56 

7.24 

7.41 

7.41 

7.48 

Estimated  risk-based  capital  ratio . 

9.62 

10.83 

12.25 

12.55 

12.49 

12.28 

Note:  1996  data  are  preliminary.  Performance  ratios  and  second  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million. 
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Aggregate  condition  data  for  national  banks 
(Data  through  second  quarter  of  each  year) 


1991 

1992 

1993 

1994 

1995 

1996 

Balance  Sheet  ($  billions) 

Assets . 

1,964.50 

1,975.03 

2,013.87 

2,185.32 

2,301.43 

2,540  95 

Loans  . 

1,249.52 

1,207.84 

1,207.47 

1,300.45 

1,442.36 

1,631.58 

Real  estate  (RE)  . 

506.55 

500.82 

503.28 

535.96 

584.92 

651.21 

Commercial  &  industrial  (C&l) . 

367.03 

338.34 

335.96 

354.98 

392.31 

434.86 

Consumer  (cnsmr) . 

232.19 

226.84 

230.62 

263.32 

298.07 

338.43 

Noncurrent  loans . 

54.73 

47.16 

34.57 

21.31 

17.99 

18.03 

Noncurrent  RE  loans . 

28.65 

26.12 

20.27 

13.06 

9.96 

9.19 

Noncurrent  C&l  loans . 

18.41 

14.21 

9.06 

4.44 

4.07 

4.18 

Noncurrent  cnsmr  loans . 

3.27 

3.26 

3.06 

2.73 

3.25 

3.92 

Other  real  estate  owned  . 

17.48 

18.45 

14.88 

8.41 

4.70 

3.43 

Securities  not  in  trading  account* . 

329.05 

381.54 

420.88 

440.03 

391.75 

399.86 

Total  liabilities . 

1,840.53 

1,838.06 

1,857.90 

2,017.09 

2,119.61 

2,33295 

Total  deposits . 

1,534.84 

1,542.46 

1 ,528.95 

1 ,564.35 

1,617.10 

1,794.67 

Domestic  deposits . 

1,345.61 

1,349.08 

1,328.93 

1,324.13 

1,333.00 

1 ,488.75 

Loan  loss  reserve . 

33.10 

34.06 

32.51 

31.30 

31.09 

32.70 

Equity  capital . 

123.97 

136.96 

155.96 

168.22 

181.80 

207.99 

Total  capital . 

150.56 

162.51 

185.18 

200.71 

215.22 

237.58 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

-22.98 

-10.23 

7.08 

83.29 

43.77 

137  47 

Loans  . 

-29.07 

-23.43 

12.40 

29.77 

57.93 

106.68 

Noncurrent  loans . 

2.89 

-3.24 

-5.54 

-5.01 

0.12 

0.36 

Other  real  estate  owned . 

3.02 

0.78 

-2.28 

-2.09 

-1.34 

-0.34 

Securities  not  in  trading  account* . 

16.11 

21.33 

17.04 

2.92 

-22.58 

9.10 

Total  liabilities . 

-26.72 

-19.97 

-3.81 

80.05 

34.95 

119.44 

Total  deposits . 

-23.72 

-30.79 

-22.74 

-12.73 

-12.90 

98.85 

Loan  loss  reserve . 

-1.13 

0.21 

-0.55 

-0.26 

0.02 

1.44 

Equity  capital . 

3.74 

9.74 

10.90 

-.23 

8.82 

18.03 

Total  capital . 

3.45 

8.97 

11.71 

5.54 

5.97 

16.93 

Second  Quarter  Changes: 

Assets . 

7.24 

-10.94 

28.07 

17.11 

14.93 

140.06 

Loans  . 

-19.99 

-9.80 

21.89 

25.99 

33.51 

91.53 

Noncurrent  loans . 

-0.37 

-2.44 

-3.25 

-3.28 

-0.61 

0.08 

Other  real  estate  owned  . 

1.03 

0.02 

-1.56 

-1.33 

-0.29 

-0.16 

Securities  not  in  trading  account* . 

5.79 

8.76 

0.95 

-6.60 

-9.59 

13.12 

Total  liabilities . 

5.84 

-16.90 

23.96 

15.81 

11.19 

124.74 

Total  deposits . 

5.52 

-21.13 

7.75 

-4.23 

12.02 

9587 

Loan  loss  reserve . 

-0.45 

-0.49 

-0.53 

-0.32 

-0.05 

1.31 

Equity  capital . 

1.41 

5.96 

4.11 

1.30 

3.73 

15.33 

Total  capital . 

1.03 

5.53 

6.34 

1.80 

2.84 

12.26 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale”  are  valued 
at  their  current  fair  value. 

Note:  1996  data  are  preliminary. 
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Aggregate  performance  data  for  national  banks  by  size 
(Data  through  second  quarter  of  each  year) 


Under  SlOOM 

$100M-$1B 

$1B-$10B 

Over  $10B 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Industry  Structure 

Number  of  banks . 

1,683 

1,525 

1,051 

1,023 

168 

168 

44 

47 

2,946 

2,763 

Number  of  banks  with  losses . 

65 

72 

27 

25 

3 

4 

0 

0 

95 

101 

Number  of  failed/assisted  banks . 

1 

2 

0 

0 

0 

0 

0 

0 

1 

2 

Income  Statement  ($  billions) 

Vear-to-Date: 

Net  income . 

0.48 

0.45 

1.67 

1.69 

3.79 

3.54 

7.75 

9  06 

13.69 

14.74 

Net  interest  income . 

1.75 

1.60 

5.86 

5.55 

11.87 

11.69 

23.31 

28.18 

42.79 

47.03 

Noninterest  income . 

0.68 

0.63 

1.99 

2.22 

5.85 

6.07 

15.81 

19.16 

24.32 

28.08 

Noninterest  expense . 

1.69 

1.51 

5.03 

4.89 

10.88 

10.44 

25.67 

31.08 

43.27 

47.92 

Loan  loss  provision . 

004 

0.06 

0.32 

0.38 

1.01 

1.85 

1.24 

2.05 

2.61 

4.34 

Gams  on  securities  sales,  net  . 

-0.01 

0.00 

-0.01 

0.02 

-0.05 

0.04 

0.16 

0.23 

0.09 

0.29 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.03 

-0.01 

0.06 

-0.01 

0.09 

Net  loan  loss . 

0.03 

0.04 

0.26 

0.37 

0.97 

1.69 

1.21 

2.43 

2.47 

4.52 

Second  Quarter: 

Net  income . 

0.24 

0.23 

0.85 

0.86 

1.98 

1.84 

3.97 

5.38 

7.05 

8.30 

Net  interest  income . 

0.88 

0.81 

2.95 

2.80 

6.04 

5.89 

11.82 

15.55 

21.68 

25.06 

Noninterest  income . 

0.35 

0.33 

1.02 

1.15 

3.00 

3.09 

8.00 

10.50 

12.37 

15.07 

Noninterest  expense . 

0.86 

0.77 

2.55 

2.46 

5.49 

5.23 

13.03 

16.25 

21.93 

24.72 

Loan  loss  provision . 

0.02 

0.03 

0.17 

0.21 

0.51 

0.90 

0.65 

1.18 

1.35 

2.32 

Gains  on  securities  sales,  net  . 

0.00 

0.00 

0.01 

0.00 

0.00 

-0.01 

0.15 

0.04 

0.16 

0.02 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.00 

0.00 

0.03 

0.00 

0.00 

0.00 

0.03 

Net  loan  loss  . 

0.02 

0.02 

0.15 

0.19 

0.54 

0.87 

0.57 

1.29 

1.27 

2.37 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

11.97 

11.76 

13.76 

14.07 

17.12 

15.30 

16.01 

15.58 

15.79 

15.17 

Return  on  assets . 

1.20 

1.21 

1.25 

1.31 

1.39 

1.31 

1.17 

1.17 

1.23 

1.22 

Net  interest  margin . 

4.35 

4.25 

4.39 

4.32 

4.34 

4.33 

3.51 

3.65 

3.85 

3.89 

Loss  provision  to  loans . 

0.19 

0.29 

0.39 

0.49 

0.58 

1.04 

0.30 

0.41 

0.38 

0.56 

Net  loan  loss  to  loans . 

0.13 

0.18 

0.32 

0.48 

0.55 

0.95 

0.29 

0.49 

0.36 

0.59 

Noncurrent  loans  to  loans . 

1.16 

1.23 

0.94 

0.99 

0  93 

0.97 

1.45 

1.16 

1.25 

1.11 

Loss  reserves  to  loans . 

1.51 

1.41 

1.60 

1.58 

2.11 

2.17 

2.32 

2.03 

2.16 

2.00 

Loss  reserves  to  noncurrent  loans . 

130.05 

115.18 

170.51 

158.54 

226.87 

222.83 

160.19 

175.01 

172.85 

181.29 

Loans  to  assets . 

54.75 

55.94 

61.40 

60.64 

65.37 

66.25 

62.30 

64.47 

62.67 

64.21 

Loans  to  deposits . 

63.10 

64.47 

74.00 

73.43 

91.54 

97.24 

93.91 

93.66 

89.19 

90.91 

Equity  to  assets . 

10.25 

10.17 

9.34 

9.34 

8.32 

8.79 

7.31 

7.71 

7  90 

8.19 

Estimated  leverage  ratio . 

10.28 

10.27 

9.24 

9.26 

7.98 

7.99 

6.66 

6.89 

7.41 

7.48 

Estimated  risk-based  capital  ratio 

18.41 

18.14 

15.34 

15.39 

12.65 

12.63 

11.72 

11.58 

12.49 

12.28 

Note:  1 996  data  are  preliminary.  Performance  ratios  and  second  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding 
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Aggregate  condition  data  for  national  banks  by  size 
(Data  through  second  quarter  of  each  year) 


Under  $100M 

$1 00M-$1  B 

$1B-$10B 

Over  $1 0B 

Total 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

1995 

1996 

Balance  Sheet  ($  billions) 

Assets . 

81.37 

75.29 

272.24 

261.30 

560.77 

552.36 

1,387.04 

1,652.00 

2,301.20 

2,540  95 

Loans  . 

44.55 

42.12 

167.15 

158.45 

366.60 

365.95 

864.06 

1,065.06 

1,442.27 

1,631.58 

Real  estate  (RE)  . 

24.70 

23.46 

92.84 

89.63 

151.75 

146.85 

315.62 

391.28 

584.85 

651.21 

Commercial  &  industrial  (C&l) . 

7.54 

7.29 

27.86 

27.30 

80.93 

75.76 

275.98 

324.51 

392.30 

434.86 

Consumer  (cnsmr) . 

7.17 

6.72 

37.63 

33.58 

108.82 

118.81 

144.45 

179.31 

298.06 

338.43 

Noncurrent  loans . 

0.52 

0.52 

1.57 

1.58 

3.41 

3.56 

12.49 

12.38 

17.98 

18.03 

Noncurrent  RE  loans . 

0.26 

0.24 

0.88 

0.84 

1.75 

1.44 

7.07 

6.66 

9.96 

9.19 

Noncurrent  C&l  loans . 

0.22 

0.23 

0.44 

0.44 

0.64 

0.71 

2.77 

2.80 

4.07 

4.18 

Noncurrent  cnsmr  loans . 

0.04 

0.05 

0.22 

0.25 

0.90 

1.25 

2.09 

2.38 

3.25 

3.92 

Other  real  estate  owned  . 

0.20 

0.13 

0.44 

0.33 

0.64 

0.47 

3.43 

2.49 

4.70 

3.43 

Securities  not  in  trading  account*  . 

26.47 

23.69 

73.24 

72.92 

111.99 

102.03 

180.05 

201.22 

391.66 

399.86 

Total  liabilities . 

73.03 

67.63 

246.81 

236.90 

514.13 

503.79 

1,285.63 

1,524.63 

2,119.40 

2,332.95 

Total  deposits . 

70.60 

65.33 

225.86 

215.79 

400.49 

376.35 

920.14 

1,137.20 

1,616.89 

1,794.67 

Domestic  deposits . 

70.60 

65.33 

225.45 

215.33 

390.55 

368.68 

646.40 

839.42 

1 ,332.80 

1,488.75 

Loan  loss  reserve . 

0.67 

0.59 

2.67 

2.50 

7.73 

7.93 

20.01 

21.67 

31.09 

32.70 

Equity  capital . 

8.34 

7.66 

25.42 

24.40 

46.65 

48.57 

101.40 

127.37 

181.80 

207.99 

Total  capital . 

8.76 

8.14 

26.71 

25.64 

51.36 

50.98 

128.40 

152.82 

215.22 

237.58 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

-5.21 

-3.06 

-6.65 

-10.69 

-40.28 

-41.13 

95.91 

192.35 

43.55 

137.47 

Loans  . 

-1.87 

-0.47 

-1.06 

-5.23 

-15.85 

-24.92 

76.71 

137.30 

57.84 

106.68 

Noncurrent  loans . 

-0.01 

0.04 

-0.04 

0.01 

-0.44 

-0.22 

0.60 

0.53 

0.11 

0.36 

Other  real  estate  owned . 

-0.04 

-0.02 

-0.09 

-0.03 

-0.19 

-0.07 

-1.02 

-0.21 

-1.34 

-0.34 

Securities  not  in  trading  account*  . 

-2.97 

-0.95 

-5.88 

-0.61 

-15.70 

-6.07 

1.96 

16.73 

-22.68 

9.10 

Total  liabilities . 

-5.14 

-2.74 

-7.76 

-9.95 

-40.19 

-40.29 

88.04 

172.42 

34.74 

119.44 

Total  deposits . 

-4.70 

-2.72 

-6.43 

-10.96 

-27.33 

-31.53 

25.57 

144.07 

-13.10 

98.85 

Loan  loss  reserve . 

-0.05 

-0.01 

-0.07 

-0.06 

-0.58 

-0.59 

0.73 

2.10 

0.02 

1.44 

Equity  capital . 

-0.07 

-0.32 

1.11 

-0.74 

-0.09 

-0.84 

7.87 

19.93 

8.81 

18.03 

Total  capital . 

-0.43 

-0.13 

0.14 

-0.31 

-1.79 

-1.85 

8.05 

19.23 

5.97 

16.93 

Second  Quarter  Changes: 

Assets . 

-2.16 

-2.29 

3.63 

-9.25 

-25.82 

-60.75 

39.27 

212.36 

14.70 

140  06 

Loans  . 

-0.57 

-0.12 

3.21 

-5.38 

-16.55 

-40.48 

47.42 

137.52 

33.42 

91.53 

Noncurrent  loans . 

-0.02 

0.00 

-0.03 

-0.05 

-0.36 

-0.47 

-0.20 

0.60 

-0.61 

0.08 

Other  real  estate  owned  . 

-0.02 

-0.02 

-0.04 

-0.04 

-0.08 

-0.10 

-0.15 

0.00 

-0.30 

-0.16 

Securities  not  in  trading  account*  . 

-1.66 

-0.94 

-1.52 

-1.69 

-11.33 

-7.09 

4.92 

22.84 

-9.68 

13.12 

Total  liabilities . 

-2.02 

-1.99 

2.95 

-8.46 

-24.78 

-57.20 

35.05 

192.39 

10.99 

124.74 

Total  deposits . 

-1.99 

-2.15 

3.10 

-9.12 

-17.35 

-44.74 

28  26 

151.89 

11.81 

95.87 

Loan  loss  reserve . 

-0.03 

-0.01 

-0.02 

-0.11 

-0.66 

-1.15 

0.66 

2.59 

-0.05 

1.31 

Equity  capital . 

-0.14 

-0.30 

0.69 

-0.79 

-1.04 

-3.56 

4.22 

19.97 

3.72 

15.33 

Total  capital . 

-0.30 

-0.16 

0.21 

-0.64 

-2.22 

-5.13 

5.15 

18.20 

16.31 

25.19 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale”  are  valued 
at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 

Note:  1996  data  are  preliminary. 
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Aggregate  performance  data  for  national  banks  by  region 
(Data  through  second  quarter  of  1996) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Industry  Structure 

Number  of  banks  . 

318 

364 

586 

499 

694 

302 

2,763 

Number  of  banks  with  losses . 

6 

16 

16 

19 

20 

24 

101 

Number  of  failed/assisted  banks . 

1 

0 

0 

0 

1 

0 

2 

Income  Statement  ($  billions) 

Year-to-Date: 

Net  income . 

4.30 

2.79 

2.07 

1.26 

1.37 

2.95 

14.74 

Net  interest  income . 

14.73 

8.53 

6.76 

3.35 

4.20 

9.46 

47.03 

Noninterest  income . 

10.74 

4.07 

2.89 

2.68 

2.16 

5.54 

28.08 

Noninterest  expense . 

17.25 

111 

5.96 

3.64 

4.07 

9.22 

47.92 

Loan  loss  provision . 

1.55 

0.63 

0.60 

0.49 

0.20 

0.88 

4.34 

Gams  on  securities  sales,  net  . 

0.19 

0.07 

0.02 

0.02 

-0.02 

0.01 

0.29 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.03 

0.00 

0.06 

0.09 

Net  loan  loss . 

1.51 

0.62 

0.58 

0.44 

0.19 

1.19 

4.52 

Second  Quarter: 

Net  income . 

2.79 

1.62 

1.08 

0.68 

0.66 

1.47 

8.30 

Net  interest  income . 

7.97 

4.75 

3.49 

1.69 

2.07 

5.09 

25.06 

Noninterest  income . 

5.95 

2.24 

1.51 

1.37 

1.08 

2.91 

15.07 

Noninterest  expense . 

8.63 

4.16 

3.07 

1.82 

2.01 

5.02 

24.72 

Loan  loss  provision . 

0.84 

0.38 

0.32 

0.23 

0.12 

0.44 

2.32 

Gains  on  securities  sales,  net  . 

0.05 

0.03 

0.01 

-0.01 

-0.03 

-0.02 

0.02 

Extraordinary  income,  net  . 

0.00 

0.00 

0.00 

0.03 

0.00 

0.00 

0  03 

Net  loan  loss . 

0.81 

0.33 

0.29 

0.21 

0.11 

0.61 

2.37 

Performance  Ratios  (%) 

Year-to-Date: 

Return  on  equity . 

14.12 

16.21 

14.45 

18.84 

14.60 

15.47 

15.17 

Return  on  assets . 

1.09 

1.24 

1.16 

1.51 

1.21 

1.38 

1.22 

Net  interest  margin . 

3.73 

3.80 

3.78 

4.02 

3.72 

4.41 

3.89 

Loss  provision  to  loans . 

0.63 

0.43 

0.52 

0.93 

0.32 

0.59 

0.56 

Net  loan  loss  to  loans . 

0.61 

0.43 

0.50 

0.83 

0.30 

0.80 

0.59 

Noncurrent  loans  to  loans  . 

1.51 

0.77 

0.88 

0.96 

0.92 

1.05 

1.11 

Loss  reserves  to  loans . 

2.34 

1.58 

1.79 

1.80 

1.53 

2.27 

2.00 

Loss  reserves  to  noncurrent  loans . 

154.47 

205.53 

203.95 

188.87 

167.01 

216.00 

181.29 

Loans  to  assets . 

62.24 

65.81 

64.78 

63.64 

56.66 

69.59 

64.21 

Loans  to  deposits . 

89.17 

95.75 

90.55 

91.07 

73.13 

98.94 

90.91 

Equity  to  assets . 

7.65 

7.76 

8.07 

8.18 

8.53 

9.53 

8.19 

Estimated  leverage  ratio . 

7.23 

7.25 

7.70 

7.79 

8.00 

7.63 

7.48 

Estimated  risk-based  capital  ratio . 

12.08 

12.00 

12.15 

13.01 

13.63 

12.22 

12.28 

Note:  1996  data  are  preliminary.  Performance  ratios  and  second  quarter  income  statement  data  are  not  adjusted  for  the  impact  of  mergers.  0.00  indicates  a  gain/loss 
of  less  than  $5  million.  Numbers  may  not  add  to  total  due  to  rounding. 
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Aggregate  condition  data  for  national  banks  by  region 
(Data  through  second  quarter  of  1996) 


Northeast 

Southeast 

Central 

Midwest 

Southwest 

West 

Total 

Balance  Sheet  ($  billions) 

Assets . 

846.57 

476.28 

361.45 

166.64 

225.44 

464.56 

2,540  95 

Loans  . 

526.94 

313.44 

234.14 

106.04 

127.72 

323.30 

1,631.58 

Real  estate  (RE)  . 

179.06 

156.27 

94.53 

38.05 

55.75 

127  56 

651  21 

Commercial  &  industrial  (C&l) . 

159.14 

69.94 

63.36 

26.43 

38.06 

77.92 

434.86 

Consumer  (cnsmr) . 

106.67 

56.12 

54.66 

29.92 

24.33 

66  74 

338.43 

Noncurrent  loans . 

7.98 

2.41 

2.06 

1.01 

1.17 

3.40 

18.03 

Noncurrent  RE  loans . 

4.20 

1.34 

0.88 

0.31 

0.57 

1.87 

9.19 

Noncurrent  C&l  loans . 

1.50 

0.60 

0.66 

0.30 

0.41 

0.72 

4.18 

Noncurrent  cnsmr  loans . 

2.02 

0.41 

0.45 

0.32 

0.13 

0.59 

392 

Other  real  estate  owned . 

1.52 

0.54 

0.20 

0.09 

0.19 

0.88 

3.43 

Securities  not  in  trading  account*  . 

119.48 

80.73 

57.75 

33.29 

62.44 

46.17 

399.86 

Total  liabilities . 

781.81 

439.33 

332.30 

153.02 

206.20 

420.30 

2,332.95 

Total  deposits . 

590.90 

327.34 

258.57 

116.44 

174.64 

326.77 

1,794.67 

Domestic  deposits . 

380.66 

309.39 

235.73 

113.82 

171.71 

277.44 

1,488.75 

Loan  loss  reserve . 

12.33 

4.96 

4.19 

1.91 

1.96 

7.35 

32.70 

Equity  capital . 

64.76 

36.96 

29.16 

13.63 

19.24 

44.26 

207.99 

Total  capital . 

80.11 

42.28 

34.32 

15.81 

20.52 

44.54 

237.58 

Balance  Sheet  Changes  ($  billions) 

Year-to-Date  Changes: 

Assets . 

48.29 

39.99 

-5.66 

-4.14 

-1.88 

60.87 

137.47 

Loans  . 

27.97 

37.62 

2.68 

-1.72 

-3.67 

43.79 

106.68 

Noncurrent  loans . 

0.12 

0.28 

-0.03 

0.06 

0.11 

-0.18 

0.36 

Other  real  estate  owned . 

-0.35 

0.01 

-0.04 

-0.01 

-0.02 

0.07 

-0.34 

Securities  not  in  trading  account*  . 

7.37 

2.77 

-3.33 

-0.08 

0.27 

2.10 

9.10 

Total  liabilities . 

46.43 

36.01 

-5.61 

-4.26 

-2.72 

49.60 

119.44 

Total  deposits . 

36.22 

26.33 

-5.42 

0.63 

1.55 

39.54 

98.85 

Loan  loss  reserve . 

0.52 

0.39 

-0.03 

0.07 

0.01 

0.48 

1.44 

Equity  capital . 

1.85 

3.98 

-0.04 

0.12 

0.84 

11.27 

18.03 

Total  capital . 

3.80 

5.03 

0.87 

0.23 

1.20 

5.80 

16.93 

Second  Quarter  Changes: 

Assets . 

54.55 

23.35 

2.56 

-1.07 

-2.40 

63.07 

140.06 

Loans  . 

27.71 

22.08 

3.70 

1.03 

-4.06 

41.07 

91.53 

Noncurrent  loans . 

-0.12 

0.07 

-0.03 

-0.03 

0.04 

0.16 

0.08 

Other  real  estate  owned . 

-0.09 

-0.02 

-0.04 

-0.01 

-0.01 

0.02 

-0.16 

Securities  not  in  trading  account* . 

10.41 

2.08 

-2.50 

-0.10 

-0.69 

3.91 

13.12 

Total  liabilities . 

52.64 

21.76 

2.62 

-1.02 

-2.98 

51.72 

124.74 

Total  deposits . 

38.39 

10.56 

4.09 

1.67 

0.42 

40.74 

95.87 

Loan  loss  reserve . 

0.47 

0.25 

0.00 

0.04 

0.00 

0.54 

1.31 

Equity  capital . 

1.91 

1.59 

-0.06 

-0.05 

0.58 

11.35 

15.33 

Total  capital . 

3.73 

2.12 

0.24 

0.13 

0.86 

5.18 

12.26 

'Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  "available-for-sale"  are  valued 
at  their  current  fair  value.  Numbers  may  not  add  to  total  due  to  rounding. 

Note:  1996  data  are  preliminary.  0.00  indicates  a  gain  of  less  than  $5  million. 

Financial  and  Statistical  Analysis  (09/09/96) 
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Definitions 


Glossary 


Commercial  Real  Estate  Loans:  Loans  secured  by  nonfarm,  nonresidential  properties. 

Construction  Loans:  Loans  for  construction  and  land  development. 

Extraordinary  Income,  Net:  Net  after-tax  income  from  events  and  transactions  that  are  “unusual  and  infrequent." 

Failed/Assisted  Banks:  National  banks  that  have  been  closed  by,  or  have  received  financial  assistance  from,  the  Federal 
Deposit  Insurance  Corporation  (FDIC). 

Gains  on  Securities  Sales,  Net:  Net  pre-tax  realized  gains  (losses)  on  securities  not  held  in  trading  account. 

Leverage  Ratio:  Ratio  of  estimated  Tier  1  capital  to  estimated  tangible  total  assets. 

Loans:  Total  loans  and  leases  less  unearned  income. 

Net  Loan  Losses:  Total  loans  and  leases  charged  off  (removed  from  balance  sheet  because  of  uncollectibility)  during 
the  period,  less  amounts  recovered  on  loans  and  ieases  previously  charged  off. 

Loan  Loss  Reserve:  The  allowance  for  loan  and  lease  losses. 

National  Banks:  Nationally  chartered  commercial  banks,  trust  companies  without  deposits,  nonbank  banks,  and  credit 
card  banks  in  the  United  States  and  its  territories  that  are  insured  by  either  the  Bank  Insurance  Fund  or  the  Savings 
Association  Insurance  Fund  of  the  FDIC  and  filed  a  call  report. 

Noncurrent  Loans:  The  sum  of  loans  and  leases  90  days  or  more  past  due  plus  nonaccrual  loans. 

Net  Interest  Margin:  Net  interest  income  as  a  percent  of  average  assets. 

Other  Real  Estate  Owned  (OREO):  Real  estate  acquired  by  a  bank  for  debts  previously  contracted  (i.e.,  foreclosed  real 
estate).  Also  includes  property  formerly  used  or  intended  for  use  for  banking  purposes. 

Regions:  Regional  boundaries  correspond  to  the  geographic  boundaries  of  OCC  districts;  Northeast  (NE)  —  Connecticut, 
Delaware,  District  of  Columbia,  Maine,  Maryland,  Massachusetts,  New  Flampshire,  New  Jersey,  New  York,  Pennsylvania, 
Puerto  Rico,  Rhode  Island,  Vermont,  Virgin  Islands;  Southeast  (SE)  —  Alabama,  Florida,  Georgia,  Mississippi,  North 
Carolina,  South  Carolina,  Tennessee,  Virginia,  West  Virginia;  Central  (CE)  —  Illinois,  Indiana,  Kentucky,  Michigan,  Ohio, 
Wisconsin;  Midwest  (MW)  —  Iowa,  Kansas,  Minnesota,  Missouri,  Nebraska,  North  Dakota,  South  Dakota;  Southwest  (SW) 
—  Arkansas,  Louisiana,  New  Mexico,  Oklahoma,  Texas;  West  (WE)  —  Alaska,  Arizona,  California,  Colorado,  Guam,  Hawaii, 
Idaho,  Montana,  Nevada,  Oregon,  Utah,  Washington,  Wyoming. 

Residential  Real  Estate:  Loans  secured  by  one-  to  four-family  and  multifamily  (five  or  more)  residential  properties. 

Risk-based  Capital  (RBC)  Ratio:  Ratio  of  estimated  total  capital  to  estimated  risk-weighted  assets. 

Securities  Not  in  Trading  Account:  Total  securities  excluding  those  held  in  trading  accounts.  Beginning  in  1994,  securities 
classified  by  banks  as  “held-to-maturity”  are  valued  at  their  amortized  cost,  and  securities  classified  as  “available-for-sale" 
are  valued  at  their  current  fair  value. 

Total  Capital:  The  sum  of  Tier  1  and  Tier  2  capital.  Tier  1  capital  consists  of  common  shareholders  equity,  perpetual 
preferred  shareholders  equity  with  noncumulative  dividends,  retained  earnings,  and  minority  interests  in  the  equity 
accounts  of  consolidated  subsidiaries.  Tier  2  capital  consists  of  subordinated  debt,  intermediate-term  preferred  stock, 
cumulative  and  long-term  preferred  stock,  and  a  portion  of  a  bank’s  allowance  for  loan  and  lease  losses. 


Computation  Methodology 

Current  quarter  income  statement  items  were  calculated  by  summing  the  difference  between  the  year-to-date  and  previous 
quarter  numbers  of  each  item  for  all  banks  that  filed  a  current  quarter  call  report.  For  performance  ratios  constructed  by 
dividing  an  income  statement  (flow)  item  by  a  balance  sheet  (stock)  item,  the  income  statement  item  for  the  period  was 
annualized  (multiplied  by  the  number  of  periods  in  a  year)  and  the  average  of  the  balance  sheet  item  for  the  period 
(begmning-of  period  amount  plus  end-of-period  amount  divided  by  two)  was  used. 
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Special  Supervision  and  Enforcement  Activities 


This  section  includes  information  on  problem  national 
banks,  national  bank  failures,  and  enforcement  actions. 
Data  on  problem  banks  and  bank  failures  is  provided 
by  OCC's  Special  Supervision  Division  in  Washington. 
Information  on  enforcement  actions  is  provided  by  Spe¬ 
cial  Supervision  together  with  the  Enforcement  and 
Compliance  Division  of  the  Law  Department.  The  latter 
is  principally  responsible  for  presenting  and  litigating 
administrative  actions  on  the  OCC’s  behalf  against 
banks  requiring  special  supervision. 

Problem  Bank  Trends 

Overall,  national  banks  continue  to  show  improvement. 
As  of  June  30,  only  22  banks  were  rated  4  or  5, 
compared  to  33  at  year-end  1995  and  55  at  year-end 
1994.  Problem  banks  represent  less  than  1  percent  of 
the  national  banking  population.  This  improving  trend 
is  evident  in  changes  to  the  composite  CAMEL  ratings 
in  examinations  conducted  through  June  30,  1996.  The 
OCC  upgraded  148  banks  while  downgrading  55.  The 
exam  cycle  distribution  also  reflects  a  stable  national 
banking  system  and  higher  composite  ratings;  the 
number  of  banks  scheduled  for  exams  on  an  18-month 
cycle  (54  percent)  is  more  than  those  scheduled  for  a 
12-month  cycle  (46  percent). 

National  Bank  Failures 

If  trends  continue,  1996  will  be  a  year  with  very  few  bank 
failures.  Special  Supervision  has  closed  two  national 
banks  so  far  this  year,  one  more  than  in  all  of  1995. 


Problem  National  Bank 
Historical  Trend  Line 
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4  and  5 
Rated  Banks 


Source:  Special  Supervision 


Bank  Failures 


Source:  Special  Supervision 
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Source:  Special  Supervision 


Including  those  banks,  three  commercial  banks  failed 
during  the  first  half  of  1996. 

Enforcement  Actions 

The  OCC  has  a  number  of  remedies  with  which  to  carry 
out  its  supervisory  responsibilities.  When  it  identifies 
safety  or  soundness  or  compliance  problems,  these 
remedies  range  from  informal  advice  and  moral  sua¬ 
sion  to  formal  enforcement  actions.  These  mechanisms 
are  designed  to  achieve  expeditious  corrective  and 
remedial  action  to  return  the  bank  to  a  safe  and  sound 
condition. 

The  OCC’s  informal  enforcement  actions  include  com¬ 
mitment  letters  and  memoranda  of  understanding 
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Commitment  Letters 


Formal  Agreements 


Memorandums  of  Understanding 


(MOUs).  Informal  actions  are  meant  to  handle  less 
serious  supervisory  problems  identified  by  the  OCC  in 
its  supervision  of  national  banks.  While  they  are  not 
legally  enforceable,  failure  to  honor  informal  actions  will 
provide  strong  evidence  of  the  need  for  the  OCC  to  take 
formal  action. 

The  most  common  types  of  formal  actions  issued  by 
the  OCC  over  the  past  several  years  have  been  formal 
agreements,  cease  and  desist  orders,  civil  money  pen¬ 
alties  (CMPs),  and  removals.  Formal  agreements  are 
documents  signed  by  a  national  bank’s  board  of  direc¬ 
tors  and  the  OCC  in  which  specific  corrective  and 
remedial  measures  are  enumerated  as  necessary  to 
return  the  bank  to  a  safe  and  sound  condition.  Cease 
and  desist  orders,  sometimes  known  as  consent  or¬ 
ders,  may  be  legally  enforced  Like  a  formal  agreement, 
these  orders  contain  a  series  of  remedial  measures  in 
article  form  CMPs  are  authorized  for  violations  of  laws, 
rules  regulations  formal  written  agreements,  final  or- 


Cease  and  Desist  Orders 


Civil  Money  Penalties 
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Removal  Orders 


ders,  conditions  imposed  in  writing,  and  under  certain 
circumstances,  unsafe  or  unsound  banking  practices 
or  breaches  of  fiduciary  duty.  The  OCC  occasionally  is 
compelled  to  use  removal  orders  to  remove  individuals, 
who  have  violated  the  law  or  acted  in  an  unsafe  or 
unsound  manner,  from  the  banking  industry. 

In  addition,  the  OCC  was  given  new  authority  under  the 
Federal  Deposit  Insurance  Corporation  Improvement 
Act  of  1991  (FDICIA)  to  take  certain  Prompt  Corrective 
Action  (PCA)  to  resolve  a  bank’s  problems.  Actions 
taken  depend  on  a  bank’s  level  of  capital.  For  instance, 
when  a  bank  becomes  undercapitalized  it  is  required 
to  submit  a  capital  restoration  plan  (CRP).  Depending 
on  the  severity  of  a  bank's  problems,  a  PCA  directive 
can  also  be  issued.  The  purpose  of  the  PCA  legislation 
is  to  resolve  a  bank’s  problems  at  the  least  possible 
long-term  cost  to  the  deposit  insurance  fund. 

Recent  Enforcement  Cases 

In  January  1996,  a  former  president  of  a  national  bank 
consented  to  a  prohibition  order.  The  president  was 
alleged  to  have  carried  out  numerous  fraudulent 
schemes  at  the  bank  that  hid  mounting  loan  losses  and 
caused  the  bank  to  fail.  The  OCC  alleged  that  the 
president  made  loan  payments  for  third  parties  using 
monies  from  the  bank’s  account  for  its  incoming  service 
charges.  He  also  allegedly  delayed  the  rejection  of 
overdrawn  checks  and  concealed  the  bankruptcy  of  at 
least  one  borrower,  in  addition  to  other  schemes.  When 
the  full  extent  of  the  loan  losses  was  ascertained,  the 
bank  was  declared  insolvent. 

During  a  public  hearing  that  reconvened  in  January 
1996,  Gerald  Garner,  the  former  chairman  of  the  board, 
Joan  Garner,  a  former  director,  and  Daniel  Garner,  a 


former  officer  of  American  Commerce  National  Bank, 
Anaheim,  California,  consented  to  pay  civil  money  pen¬ 
alties  totaling  $204,000.  They  also  consented  to  prohi¬ 
bitions  from  the  banking  industry.  These  individuals 
allegedly  violated  numerous  provisions  of  banking  law, 
including  the  national  bank  lending  limit;  accepted 
excessive  compensation;  and  used  bank  funds  for 
personal  purposes. 

On  January  5,  1996,  an  administrative  law  judge  (ALJ) 
issued  a  decision  recommending  that  Donald  E.  He¬ 
drick,  former  chairman  of  the  board  and  president  of 
the  Rushville  National  Bank,  Rushville,  Indiana,  be  pro¬ 
hibited  from  banking,  make  restitution  to  the  bank  of 
$451,686,  and  pay  a  civil  money  penalty  of  $250,000. 
The  ALJ  also  recommended  that  John  K.  Snyder,  a 
former  director,  be  prohibited  from  banking  and  pay  a 
civil  money  penalty  of  $25,000,  and  Robert  Q.  Cal¬ 
loway,  a  former  director,  pay  restitution  of  $  1 39,605.  The 
ALJ  found  that  Hedrick  had  received  the  benefit  of  a 
loan  to  Snyder,  in  violation  of  Regulation  O,  causing  loss 
to  the  bank  of  $260,000  in  principal  and  $52,081  in 
accrued  interest.  Hedrick  and  Snyder  also  breached 
their  fiduciary  duty  and  engaged  in  unsafe  or  unsound 
practices  in  connection  with  the  loan.  Hedrick  also 
received  the  benefit  of  a  loan  of  $11,200  to  another 
borrower,  in  violation  of  Regulation  O.  Further,  the  ALJ 
found  that  Hedrick  engaged  in  unsafe  or  unsound 
practices  and  breached  his  fiduciary  duty  in  connec¬ 
tion  with  the  bank’s  activities  regarding  a  Florida  time 
share  development  in  which  Hedrick  was  involved.  The 
ALJ  found  that  the  bank  had  advanced  legal  fees  to 
Hedrick  and  Calloway  of  $139,605  to  defend  against 
civil  money  penalties  previously  imposed  upon  them, 
by  means  of  transactions  arranged  by  Hedrick.  In 
addition,  the  ALJ  found  that  Hedrick  violated  the  anti¬ 
fraud  provisions  of  the  federal  securities  laws,  section 
10(b)  of  the  Securities  Exchange  Act  of  1934  and  Rule 
10b-5  promulgated  thereunder,  in  connection  with  the 
bank’s  sale  of  preferred  stock. 

In  February  1996,  the  OCC  negotiated  settlements  of 
$13,500,  $30,000,  and  $36,000,  in  a  civil  money  penalty 
and  restitution  action  against  three  outside  directors  of 
a  bank.  Five  other  outside  directors  had  settled  in  1995. 
The  board  had  allegedly  approved  loans  to  two  closely 
related  builders,  each  just  under  the  bank’s  lending 
limit.  The  two  builders  had  been  constituted  as  one  firm 
until  shortly  before  the  loan  was  approved,  and  alleg¬ 
edly  used  the  proceeds  to  construct  one  housing  de¬ 
velopment,  necessitating  aggregation  of  the  loans 
When  aggregated,  the  loans  were  alleged  to  be  nearly 
twice  the  bank’s  legal  lending  limit. 

In  February  and  March  1996,  before  the  recommence¬ 
ment  of  a  public  hearing  that  had  begun  in  November 
1995,  Robert  L.  Jackson  Jr.  and  James  J.  Levitt,  former 
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directors  of  the  First  National  Bank  of  Shawnee  Mission, 
Fairway,  Kansas,  consented  to  settle  the  civil  money 
penalty  and  prohibition  actions  being  brought  against 
them.  Jackson,  who  was  also  a  principal  shareholder  of 
the  bank,  agreed  to  pay  a  penalty  of  $35,000  and  accept 
a  prohibition  from  banking.  Levitt  agreed  to  pay  a  penalty 
of  $15,000  and  accepted  a  personal  cease  and  desist 
order  that  placed  various  restrictions  on  his  ability  to  own 
a  bank  or  become  an  institution-affiliated  party.  The  OCC 
had  alleged  that  Jackson  and  Levitt  violated  laws  and 
regulations  governing  loans  to  insiders  and  bank  affili¬ 
ates,  violated  a  formal  agreement  between  the  bank  and 
the  OCC,  engaged  in  unsafe  or  unsound  practices,  and 
breached  their  fiduciary  duty  to  the  bank. 

In  March  1996,  the  former  president  and  a  former 
executive  vice  president  of  a  failed  national  bank  con¬ 
sented  to  be  removed  from  banking.  The  former  presi¬ 
dent  also  agreed  to  pay  a  civil  money  penalty  in  the 
amount  of  $25,000.  The  OCC  alleged  that  these  former 
officers  had  breached  their  fiduciary  duties  and  en¬ 
gaged  in  reckless  unsafe  and  unsound  banking  prac¬ 
tices  resulting  in  substantial  losses  to  the  bank.  The 
former  president  was  alleged  to  have  unilaterally  ap¬ 
proved  overdrafts  of  approximately  $390,000  to  a  bor¬ 
rower  known  to  be  in  financial  distress.  The  former 
executive  vice  president  was  alleged  to  have  unilater¬ 
ally  approved  the  purchase  of  a  commercial  real  estate 
loan  for  which  he  received  $7,000  in  commissions.  He 
approved  the  transaction  despite  24  underwriting  defi¬ 
ciencies  and  failed  to  obtain  a  credit  report  that  would 
have  revealed  the  customer  operated  under  nine  differ¬ 
ent  social  security  numbers. 

In  March  1996,  a  national  bank  consented  to  pay  a 
$10,000  civil  money  penalty  for  violations  of  12  CFR 
202.12,  governing  record-keeping  for  purposes  of  the 
Equal  Credit  Opportunity  Act.  The  OCC  would  have 
alleged  that  the  bank  failed  to  maintain  loan  files  in  their 
original  form  for  25  months  after  a  credit  decision  had 
been  made.  The  OCC  would  have  alleged  that  the  bank 
added  information  to  loan  files  after  the  credit  decision 
was  made,  so  it  appeared  that  it  was  combining  the 
debt-to-income  ratios  of  unmarried  applicants  when  in 
fact  it  was  not  doing  so. 

On  March  25,  1996,  a  former  senior  vice  president  and 
credit  administrator  of  a  national  bank  consented  to  the 
issuance  of  a  personal  cease  and  desist  order  and  to 
the  payment  of  a  $20,000  civil  money  penalty  in  settle¬ 
ment  of  allegations  that  he  accepted  monies  from  a  loan 
broker  in  exchange  for  facilitating  the  approval  of  loans. 
The  cease  and  desist  order  and  the  civil  money  penalty 
also  settled  allegations  that  the  officer  accepted  mo¬ 
nies  to  facilitate  the  approval  of  a  contract  for  services 
to  be  rendered  in  connection  with  a  parcel  of  property 
owned  by  the  national  bank 


In  April  1996,  the  former  president  and  former  senior 
loan  officer  of  a  national  bank  consented  to  pay  civil 
money  penalties  for  violations  of  12  USC  84  and  161. 
The  president  and  senior  loan  officer  allegedly  partici¬ 
pated  in  the  origination  of  loans  that  exceeded  the 
bank’s  lending  limit  in  violation  of  12  USC  84.  The 
president  and  senior  loan  officer  also  allegedly  caused 
the  bank  to  delay  recognition  of  loan  losses  thus  caus¬ 
ing  the  bank  to  overstate  its  loan  loss  reserve  and 
capital  accounts  in  violation  of  12  USC  161.  The  presi¬ 
dent  allegedly  had  urged  the  bank’s  board  of  directors 
to  delay  recognition  of  loan  charge-offs  that  had  been 
recommended  by  an  outside  independent  loan  review 
firm  hired  by  the  board  of  directors.  The  OCC  examina¬ 
tion  then  uncovered  losses  in  addition  to  those  identi¬ 
fied  by  the  bank  and  the  outside  loan  review  consultant. 

In  May  1996,  a  former  chairman  of  the  board,  president, 
and  director  of  a  national  bank  and  his  wife,  also  a 
former  director  of  the  bank,  consented  to  a  pay  a  civil 
money  penalty  of  $12,000.  The  OCC  alleged  that  these 
two  individuals  engaged  in  unsafe  and  unsound  bank¬ 
ing  practices  and  violated  certain  OREO  regulations  by 
living  in  bank-held  property  rent-free  for  two  years 
without  proper  authorization.  The  OCC  also  alleged  that 
these  individuals  benefitted  from  significant  improve¬ 
ments  to  the  OREO  at  bank  expense  and  that  they  failed 
to  document  any  sales  efforts  to  dispose  of  the  property 
while  they  were  living  there. 

In  May  1996,  the  OCC  negotiated  settlements  of  civil 
money  penalty,  restitution  and  prohibition  actions 
against  the  former  chairman  of  a  national  bank.  The 
chairman  will  pay  a  total  of  $25,000,  and  has  accepted 
a  prohibition  from  the  banking  industry.  The  chairman 
allegedly  was  responsible  for  the  bank’s  failure  to  com¬ 
ply  with  the  terms  of  a  consent  order  entered  into  with 
the  OCC,  and  for  the  grossly  inadequate  supervision  of 
the  bank's  Small  Business  Administration  (SBA)  loan 
portfolio.  The  SBA  portfolio  constituted  a  significant 
portion  of  the  bank’s  assets,  and  was  poorly  supervised 
at  all  stages  of  the  loan  process.  The  bank  ultimately 
suffered  substantial  losses  from  its  SBA  credits,  con¬ 
tributing  to  its  failure. 

In  June  1996,  the  president,  a  director,  and  a  former 
cashier  of  a  national  bank  consented  to  pay  civil  money 
penalties  of  $10,000,  $5,000,  and  $1 ,000,  respectively, 
for  alleged  violations  of  Regulation  O.  The  president 
also  agreed  to  pay  restitution  of  $14,000  to  the  bank  for 
a  bonus  that  he  had  allegedly  caused  to  be  improperly 
paid  for  his  benefit  and  for  overdraft  fees  that  he  had 
allegedly  caused  to  be  waived  against  his  demand 
deposit  account  The  director  and  former  cashier  were 
also  assessed  penalties  for  violations  of  Regulation  O 
based  upon  their  failure  to  pay  overdraft  charges  on 
their  demand  deposit  accounts.  The  president’s  resti 
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tution  payment  included  interest  because  he  received 
the  greatest  benefit  from  the  waived  overdraft  charges 
and  the  bonus. 

On  June  18,  1996,  an  administrative  hearing  was  be¬ 
gun  relating  to  prohibition  and  civil  money  penalty 
actions  against  Charles  R.  Vickery  Jr.,  former  senior 
chairman  of  the  board  of  First  National  Bank  of  Bellaire, 
Bellaire,  Texas.  The  OCC  alleged  that  Vickery,  who  is  a 


principal  shareholder  of  the  bank  and  of  four  other 
Houston  area  financial  institutions,  breached  his  fiduci¬ 
ary  duty  to  the  bank  by  negotiating  and  approving  a 
series  of  loans  by  the  bank  to  a  local  real  estate  devel¬ 
oper.  The  OCC  alleged  that  he  then  caused  a  portion 
of  the  title  insurance  premiums  paid  by  the  borrower  in 
connection  with  these  loans  to  be  diverted  for  his 
personal  benefit.  The  OCC  is  seeking  a  prohibition  and 
a  civil  money  penalty  of  $250,000  from  Vickery. 
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Recent  Corporate  Decisions 


Interstate  Transactions 

On  April  12,  1996,  Fleet  Financial  Group,  Inc.,  Provi¬ 
dence,  Rhode  Island,  received  approval  to  acquire 
NatWest  Bank  National  Association,  Jersey  City,  New 
Jersey,  via  an  interstate  merger  with  Fleet  Bank  of  New 
York,  NA,  Schenectady,  New  York,  merging  with  and 
into  NatWest  Bank  NA,  Jersey  City,  New  Jersey.  The 
surviving  charter  will  be  NatWest’s  and  the  resulting 
bank  will  be  named  Fleet  Bank,  NA.  At  the  time  of 
approval,  NatWest  was  already  an  interstate  bank  with 
branches  in  New  York.  In  a  related  filing,  NatWest 
received  approval  to  acquire  four  operating  subsidiar¬ 
ies  from  its  holding  company.  Three  of  the  subsidiaries 
performed  activities  clearly  permissible  for  national 
banks.  The  fourth  was  a  Delaware-chartered  credit 
card  bank  with  an  insurance  subsidiary.  Approval  for 
the  resulting  bank  to  retain  the  credit  card  bank  as  an 
operating  subsidiary  was  conditioned  on  the  credit 
card  bank  restricting  its  activities  to  that  of  a  CEBA 
credit  card  bank. 

On  April  15,  1996,  Franklin  National  Bank  of  Virginia, 
Alexandria,  Virginia,  received  approval  to  establish  a  de 
novo  interstate  branch  in  Bethesda,  Maryland,  under  the 
early  opt-in  provision  of  the  Riegle-Neal  Interstate  Bank¬ 
ing  and  Branching  Efficiency  Act  of  1994  (hereinafter, 
“Riegle-Neal”).  Both  Maryland  and  Virginia  have  passed 
opt-in  legislation  permitting  branching  between  the  two 
jurisdictions.  This  was  the  first  OCC  approval  for  a  Virginia 
bank  to  establish  a  branch  in  Maryland. 

On  April  19,  1996,  Community  National  Bank,  South 
Boston,  Virginia,  received  approval  to  establish  two  de 
novo  interstate  branches  in  North  Carolina.  The  first 
branch  will  be  established  under  the  early  opt-in  provi¬ 
sion  of  Riegle-Neal  and  the  second  branch  under  12 
USC  36(c).  The  second  branch  was  approved  subject 
to  the  condition  that  the  Riegle-Neal  branch  open  first. 
Both  states  have  passed  opt-in  legislation  permitting 
branching  between  the  two  jurisdictions.  Community  is 
an  affiliate  of  Patrick  Henry  National  Bank,  Bassett, 
Virginia,  previously  approved  to  establish  two  de  novo 
interstate  branches  in  North  Carolina. 

On  May  2,  1996,  The  Palmer  National  Bank,  Washing¬ 
ton,  DC,  received  approval  to  relocate  its  head  office  to 
Bethesda,  Maryland,  and  establish  a  branch  at  its 
former  head  office  location. 

On  May  7,  1996,  MidAmerican  Bank,  NA,  Moline,  Illi¬ 
nois,  received  approval  to  relocate  its  head  office  to 


Davenport,  Iowa,  and  establish  a  branch  at  its  former 
head  office  location. 

On  May  20,  1996,  First  Union  National  Bank,  Elkton, 
Maryland  (FUNB),  received  approval  to  relocate  its 
head  office  to  Avondale,  Pennsylvania.  First  Union  will 
not  establish  a  branch  office  at  the  Elkton,  Maryland 
location.  Prior  to  relocating,  FUNB  is  to  sell  all  of  its 
Maryland  branches  to  another  Maryland  affiliate.  After 
divesting  its  Maryland  branches  and  relocating  to 
Pennsylvania,  FUNB  will  be  an  interstate  bank  with 
branches  in  Pennsylvania,  New  York,  and  New  Jersey. 

On  May  20,  1996,  Republic  National  Bank  of  New  York, 
New  York,  received  approval  to  merge  with  its  California 
affiliate,  Republic  Bank  of  California,  NA,  Beverly  Hills, 
California,  under  the  early  opt-in  provision  of  Riegle- 
Neal. 

On  June  1,  1996  and  June  6,  1996,  Wells  Fargo  Bank, 
NA,  San  Francisco,  California,  received  approval  to 
merge  with  seven  First  Interstate  affiliates  under  the 
early  opt-in  provision  of  Riegle-Neal.  The  approvals 
involved  the  First  Interstate  banks  in  Alaska,  Idaho, 
Nevada,  New  Mexico,  Oregon,  Utah  and  Washington. 

On  June  12,  1996,  First  Security  Bank  of  Utah,  Ogden, 
Utah,  received  approval  to  merge  with  its  affiliate,  First 
Security  Bank  of  Idaho,  NA,  Boise,  Idaho,  under  the 
early  opt-in  provision  of  Riegle-Neal.  This  was  the  first 
Riegle-Neal  merger  to  be  approved  involving  these  two 
states. 

On  June  14,  1996,  KeyBank,  NA,  Angola,  Indiana, 
received  approval  to  relocate  its  head  office  to  Bryan, 
Ohio,  establish  a  branch  at  its  former  head  office  site, 
and  merge  with  and  into  its  Ohio  affiliate.  Upon  con¬ 
summation,  this  will  complete  the  consolidation  of  Key¬ 
Corp’s  Michigan,  Indiana  and  Ohio  banking  operations. 

On  June  25,  1996,  Bank  of  America  National  Trust  and 
Savings  Association,  San  Francisco,  California,  re¬ 
ceived  approval  for  a  Riegle-Neal  interstate  merger 
with  its  Oregon  state-chartered  affiliate,  Bank  of  Amer¬ 
ica  Oregon,  Portland,  Oregon. 

Charters 

On  July  1,  1996,  First  Financial  Bank,  FSB,  Stevens 
Point,  Wisconsin,  a  $5.4  billion  multi-state  thrift,  re¬ 
ceived  conditional  approval  to  charter  a  national  CEBA 
credit  card  bank  as  a  wholly  owned  subsidiary  of  the 
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thrift,  First  Financial  Card  Services  Bank,  National 
Association  The  thrift  proposed  to  transfer  its  existing 
credit  card  activity  to  the  proposed  bank.  The  condi¬ 
tions  to  the  approval  were  the  normal  conditions  the 
OCC  imposes  on  CEBA  credit  card  bank  charters. 

Operating  Subsidiaries 

On  April  25,  1996,  Barnett  Bank  of  Jacksonville,  NA, 
Jacksonville,  Florida,  received  approval  to  establish  an 
operating  subsidiary  that  will  engage  directly  and  indi¬ 
rectly  in  all  aspects  of  residential  mortgage  lending, 
through  its  interest  in  a  new  mortgage  company, 
FfomeAmerica  Capital,  Inc.  HomeAmerica  is  to  be  a 
joint  venture  between  Barnett,  Bank  of  Boston,  and 
several  investment  firms  and  represents  a  reorganiza¬ 
tion  and  combination  of  Barnett’s  and  Bank  of  Boston’s 
existing  mortgage  activities.  The  operating  subsidiary 
is  to  purchase  a  33%  interest  in  FlomeAmerica.  The 
direct  activities  of  the  operating  subsidiary  will  focus  on 
origination  activities  whereas  mortgage  servicing  ac¬ 
tivities  will  be  conducted  through  FlomeAmerica. 

On  May  3,  1996,  The  First  National  Bank  of  Chicago, 
Chicago,  Illinois  (FNBC),  received  approval  to  establish 
an  operating  subsidiary,  First  Chicago  Delaware  Inc. 
(FCD),  for  the  sole  purpose  of  acting  as  FNBC’s  co-trus¬ 
tee  of  Delaware  business  trusts  in  order  to  comply  with 
the  Delaware  Business  Trust  Act.  The  duties  and  re¬ 
sponsibilities  of  FCD  will  be  limited  to  the  execution  and 
delivery  of  documents  necessary  to  form  and  maintain 
the  existence  of  Delaware  business  trusts  of  which 
FNBC  has  been  appointed  trustee.  The  OCC  deter¬ 
mined  that  the  subsidiary  will  not  be  acting  in  a  “fiduci¬ 


ary  capacity”  pursuant  to  1 2  USC  92a(a),  and  therefore 
may  be  established  without  obtaining  trust  powers. 

On  May  10,  1996,  NationsBank,  NA,  Charlotte,  North 
Carolina,  received  conditional  approval  to  establish  a 
derivatives  products  company  as  an  operating  subsidi¬ 
ary.  The  specialized  subsidiary  was  designed  to  be 
rated  higher  by  the  various  public  rating  agencies  than 
the  bank  itself.  This  will  enable  the  subsidiary  to  con¬ 
duct  various  permissible  derivative  activities  with 
higher  rated  counterparties  which  are  credit  sensitive. 
The  approval  was  conditioned  on  the  bank’s  aggregate 
direct  and  indirect  investments  in  and  advances  to  the 
subsidiary  not  exceeding  an  amount  equal  to  the 
bank’s  legal  lending  limit. 

On  June  27,  1996,  First  American  National  Bank,  Nash¬ 
ville,  Tennessee,  received  conditional  approval  to  ac¬ 
quire  INVEST  Financial  Corp.,  which  acts  as  a  third 
party  marketer  to  sell  investment  products  through 
financial  institutions  and  manages/supervises  the  ac¬ 
tivities  of  over  1,700  representatives  in  1,000  invest¬ 
ment  centers  throughout  the  country.  INVEST’s  core 
business  is  providing  financial  services,  including  bro¬ 
kerage,  annuities  sales,  investment  advisory,  trust  serv¬ 
ices,  financial  planning,  and  a  limited  amount  of 
insurance  sales  from  locations  of  greater  than  5,000. 
Prior  to  the  bank’s  acquisition,  INVEST  is  to  acquire  a 
competing  third  party  marketer,  Investment  Center 
Group,  Inc.  The  approval  was  conditioned  on  the  bank 
establishing  the  legal  permissibility  of  INVEST’s  insur¬ 
ance  activities  or  restructuring  the  activities  to  bring 
them  into  compliance  with  national  banking  law  within 
two  years  of  the  date  of  approval. 
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Appeals  Process 


Case  One:  Appeal  of  Violation  of 
Insider  Lending  Limitations 

A  bank  appealed  a  violation  of  insider  lending  limita¬ 
tions  cited  in  the  most  recent  examination  report.  The 
violation  involved  overdrafts  on  the  personal  checking 
account  of  the  bank's  chairman  of  the  board  (COB).  The 
COB  overdrew  his  account  at  the  bank  21  times  over  a 
161 -day  period  during  1995.  The  overdrafts  were  less 
than  $1,000  in  amount,  less  than  five  days  in  duration, 
and  subject  to  appropriate  charges.  However,  the  su¬ 
pervisory  office  concluded  that  the  frequency  and  dol¬ 
lar  amounts  involved  indicate  that  the  overdrafts  should 
not  be  considered  inadvertent.  The  examination  report 
also  cited  several  other  insider  violations  that  the  bank 
did  not  appeal.  OCC  notified  the  bank  that  it  is  strongly 
considering  civil  money  penalties  (CMPs)  against  the 
COB  and  other  individuals  who  approved  loans  caus¬ 
ing  violations  or  failed  to  prohibit  the  COB’s  overdrafts. 
The  supervisory  office  notes  that  the  bank  has  experi¬ 
enced  chronic  insider  loan  problems,  often  involving 
the  COB,  since  he  acquired  the  bank  in  1989.  These 
problems  include  previous  illegal  overdrafts  in  1992 
and  1 993.  In  1 993,  the  OCC  issued  a  letter  of  reprimand 
to  the  COB  and  supervisory  letters  to  other  insiders 
addressing  the  bank’s  insider  lending  practices.  The 
bank’s  board  of  directors  adopted  a  policy  that  disal¬ 
lowed  the  payment  of  any  overdrafts  on  the  accounts 
of  officers  and  directors. 

Discussion 

The  regulation  dealing  with  overdrafts  of  an  executive 
officer  is  12  CFR  215.4(e).  It  prohibits  member  banks 
from  paying  an  overdraft  of  an  executive  officer  or 
director  except  in  accordance  with  a  written,  preauthor¬ 
ized,  interest-bearing  extension-of-credit  plan.  There  is 
also  an  exception  for  a  written,  preauthorized  transfer 
of  funds  from  another  account  of  the  account  holder  at 
the  bank.  This  prohibition  does  not  apply  to  inadvertent 
overdrafts  on  an  account  in  an  aggregate  amount  of 
$1,000  or  less,  provided  that  the  account  is  not  over¬ 
drawn  for  more  than  five  business  days,  and  the  mem¬ 
ber  bank  charges  the  executive  officer  or  director  the 
same  fee  charged  any  other  customer  of  the  bank  in 
similar  circumstances. 

Counsel  for  the  bank  argues  that  the  above-stated 
provision  should  be  interpreted  to  mean  that  an  over¬ 
draft  is  inadvertent  if  it  is  less  than  $1,000,  remains  for 
no  more  than  five  days,  and  is  charged  the  same  fee 


charged  any  other  customer.  In  other  words,  the  provi¬ 
sion  should  be  read  as  though  the  word  “inadvertent" 
was  unnecessary  or  omitted.  The  appeal  maintains  that 
the  OCC’s  determination  is  based  upon  subjective 
criteria  not  included  in  the  regulation.  As  such,  it  is 
inherently  unfair  and  arbitrary  because  the  OCC’s  ap¬ 
parent  maximum  number  of  permissible  overdrafts  has 
not  been  disclosed  to  anyone  in  advance.  Thus,  it  is  not 
possible  to  anticipate  or  predict  OCC’s  conclusions. 

OCC  and  Federal  Reserve  Board  precedents  provide 
no  support  for  counsel’s  position.  In  1989,  the  OCC 
ruled  that  ”[a]n  overdraft  that  is  not  made  in  accordance 
with  a  written,  preauthorized  payment  plan  is  permissi¬ 
ble  under  12  CFR  215.4(d)  only  if  it  is  inadvertent,  in  an 
amount  of  less  than  $1,000,  does  not  exceed  five 
business  days,  and  the  bank  charges  the  executive 
officer  or  director  the  same  fee  charged  to  other  cus¬ 
tomers”  (emphasis  added).  Decision  of  the  Comptroller 
of  the  Currency  No.  AA-EC-87-123,  January  12,  1989. 
In  this  decision,  the  Comptroller  saw  "inadvertence”  as 
a  requirement  of  the  provision. 

The  COB  states  that  an  employee  maintains  his  check¬ 
ing  account  for  him.  He  was  unaware  of  the  1995 
overdrafts  until  after  the  fact.  When  notified  of  the 
overdraft  activity,  the  COB  was  certain  the  bank  was  in 
error.  Upon  analysis,  he  was  surprised  to  find  that  the 
bank  statements  were  accurate.  Therefore,  he  believes 
the  overdrafts  were  inadvertent.  However,  the  OCC  had 
notified  the  bank  in  a  1993  letter  from  the  supervisory 
office  that,  in  part  because  a  pattern  was  present,  the 
overdrafts  could  not  be  considered  inadvertent  —  re¬ 
gardless  of  the  amount  or  duration.  In  addition,  the  letter 
of  reprimand  to  the  COB  stated  that  he  had  caused 
overdrafts  to  occur  in  his  accounts  and  his  related 
interests  accounts.  The  letter  reminded  him  of  his  fidu¬ 
ciary  obligations  to  the  bank.  The  reprimand  concluded 
by  stating  that  OCC  would  consider  its  issuance  to  be 
a  formal  prior  supervisory  warning  should  he  be  in¬ 
volved  in  future  violations,  unsafe  and  unsound  prac¬ 
tices,  or  breaches  of  his  fiduciary  duty.  Further,  several 
members  of  management  and  the  board  received  train¬ 
ing  and  information  about  insider  loan  limitations  in  the 
month  just  prior  to  the  approval  of  the  1995  illegal 
insider  transactions. 

Conclusion 

The  ombudsman  decided  that  the  overdrafts  are  not 
inadvertent.  He  believes  that  the  provisions  in  the  regu¬ 
lation  (i.e.,  less  than  $1,000,  no  more  than  five  days, 


Quarterly  Journal,  Vol.  15,  No.  3,  September  1996  19 


and  charged  the  same  fee  as  any  other  customer)  are 
separate  and  distinct  conditions  from  the  term  “inad¬ 
vertent.''  The  inclusion  of  the  word  in  the  regulation 
provides  a  fourth  condition  necessary  to  exempt  cer¬ 
tain  overdrafts  from  the  prohibition  cited  in  the  regula¬ 
tion  He  based  this  appeal  decision  on  the  language  of 
the  regulation,  OCC  legal  precedent,  and  the  extent  of 
the  COB’s  overdraft  activity. 

The  COB  has  repeatedly  been  in  the  position  of  over¬ 
drafting  his  checking  account  an  inordinate  number  of 
times.  His  experience  with  overdrafts  in  1 992  and  1 993, 
the  bank’s  policy  prohibiting  overdrafts  on  accounts  of 
officers  and  directors,  and  the  letter  of  reprimand  from 
the  OCC,  raised  the  issue  to  a  level  of  consciousness 
that  eliminates  the  possibility  of  inadvertence  in  1995. 
Bank  insiders  have  positions  of  responsibility  and  lead¬ 
ership  in  the  community.  As  such,  they  must  avoid  even 
the  appearance  of  transactions  that  are,  or  could  be¬ 
come,  abusive.  Although  the  impact  of  such  transac¬ 
tions  may  seem  small,  they  are  symptomatic  of  a  lax 
approach  to  the  responsibility  insiders  owe  the  bank 
and  its  depositors.  The  ombudsman  appreciates  the 
COB’s  surprise  upon  learning  of  the  overdrafts.  How¬ 
ever,  delegating  the  management  of  his  personal  ac¬ 
count  does  not  excuse  the  COB  of  his  responsibility  to 
ensure  that  it  is  handled  in  a  legal  and  responsible 
manner.  The  cited  violation  in  the  examination  report 
will  remain. 


Case  Two:  Appeal  of  CAMEL  Rating 

Background 

A  formal  appeal  was  received  from  a  bank,  which 
disagreed  with  the  composite  CAMEL  rating  of  “3” 
assigned  to  the  bank  during  its  most  recent  safety  and 
soundness  examination. 

The  bank  became  involved  in  a  retail  loan  securitization 
program  in  1993.  The  securitization  program  began 
slowly  with  only  one  S35MM  offering  the  first  year. 
During  1994  the  securitization  program  grew  to  three 
offerings  totaling  approximately  $100MM.  The  growth 
continued,  and  in  1995  the  bank  sponsored  six  offer¬ 
ings  totaling  approximately  $500MM.  During  the  bank’s 

1993  examination,  concerns  were  expressed  about  the 
lack  of  policies  and  procedures  to  guide  the  bank’s 
supervision  of  the  securitization  program.  During  the 

1994  examination,  in  addition  to  criticisms  of  the  lack 
of  policies  and  procedures,  questions  were  raised  con¬ 
cerning  the  proper  accounting  of  the  securitization 
program  which  could  have  a  major  impact  on  the 
banks  reported  earnings,  capital,  and  liquidity  The 


impact  of  these  issues  on  the  bank  escalated  during 
1995,  when  the  program  grew  rapidly. 

An  examination  began  in  May  1995,  including  a  review 
of  the  securitization  program.  The  report  of  examination 
(ROE)  was  mailed  to  the  bank  on  August  30,  1995.  The 
bank  was  assigned  a  composite  CAMEL  rating  of  “2.” 
The  ROE  stated  that  because  of  continuing  questions 
regarding  the  securitization  program,  that  portion  of  the 
examination  would  be  forwarded  under  separate  cover. 
The  ROE  also  stated  that  the  outcome  of  the  portion  of 
the  examination  covering  the  securitization  program 
could  affect  the  assessment  of  the  overall  condition  of 
the  bank.  This  ROE  briefly  discussed  some  aspects  of 
the  loan  securitization  program  including  discrepan¬ 
cies  in  the  accounting  and  management  information 
systems  (MIS)  and  lack  of  internal  audit  coverage.  The 
ROE  acknowledged  that  the  bank  had  forwarded  re¬ 
cords  to  explain  the  deviations  in  accounting  and  MIS 
reports,  and  stated  that  the  examiners  would  follow  up 
with  senior  bank  management. 

A  second  ROE,  summarizing  the  results  of  the  exami¬ 
nation  of  the  bank’s  securitization  program,  was  for¬ 
warded  to  the  bank  on  December  8,  1995  with  a  start 
date  of  June  5,  1995.  Significant  weaknesses  in  the 
administration  of  the  program  were  found,  which  the 
supervisory  office  believed  significantly  increased  the 
risk  profile  of  the  bank.  The  composite  CAMEL  rating  of 
the  bank  was  changed  to  a  “3”  in  this  ROE. 

Discussion 

The  ROE  received  by  the  bank  in  December  1995 
highlighted  significant  weaknesses  in  the  administra¬ 
tion  of  the  securitization  program,  including: 

•  Weak  board  supervision. 

•  Ineffective  systems  and  controls. 

•  Significant  accounting  discrepancies  that 
could  substantially  reduce  the  bank's  capital 
base. 

•  Questionable  accounting  treatment  of  loan 
sales,  which  could  also  impact  capital. 

•  Overall  deficiencies  in  management’s  handling 
of  loan  sales  to  funding  sources,  which  could 
potentially  limit  the  volume  of  funds  available 
to  finance  expansion  of  the  program. 

The  ROE  indicated  that  the  above-referenced  weak¬ 
nesses  spawned  serious  concerns  about  the  bank’s 
ability  to  maintain  the  program’s  current  level  of  oper¬ 
ating  performance.  Management  was  requested  to 
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take  immediate  corrective  action,  with  the  board  of 
directors  closely  supervising  their  progress.  The  bank 
was  requested  to  take  the  following  actions: 

•  Implement  effective  risk  management  systems. 

•  Commission  a  comprehensive  audit  of  the  pro¬ 
gram  by  a  qualified  team. 

•  Develop  a  comprehensive  quality  control  unit. 

Although  the  items  listed  above  were  cited  as  the  major 
steps  needed  to  correct  operating  weaknesses,  numer¬ 
ous  other  supporting  actions  the  board  needed  to  take 
were  detailed  in  the  ROE. 

In  the  appeal  letter  management  of  the  bank  contended 
that  the  June  examination: 

•  Covered  the  same  basic  examination  topics  as 
the  May  examination  with  respect  to  the  secu¬ 
ritization  program. 

•  Failed  to  provide  any  conclusions  to  the  tech¬ 
nical  accounting  or  legal  questions  raised  in 
the  May  examination. 

•  Covered  matters  that  were  nothing  more  than 
guidelines. 

•  Misstated  bank  procedures  or  failed  to  recog¬ 
nize  efforts  undertaken  by  the  bank. 

•  Failed  to  identify  specific  shortcomings  of  the 
bank’s  program,  and  only  set  forth  general 
guidelines  for  any  bank  engaged  in  a  similar 
program. 

Conclusion 

The  bank’s  program  grew  rapidly  between  the  1994 
examination  and  the  1995  examination.  The  bank  had 
begun  to  institute  controls  and  procedures  in  the  pro¬ 
gram  during  the  1995  examination;  however,  these 
controls  were  not  sufficient  to  fully  manage  the  risk  that 
the  program  posed  to  capital,  earnings,  and  liquidity. 


The  bank  obviously  committed  resources  to  the  pro¬ 
gram  after  the  examination  (but  before  receiving  the 
ROE).  The  board  of  directors  would  receive  further 
assurances  of  the  program’s  proper  administration 
through  a  comprehensive  external  audit,  formal  ac¬ 
counting  opinions,  and  independent  risk  management 
processes. 

Although  the  June  1995  ROE  outlined  several  signifi¬ 
cant  weaknesses  in  the  administration  of  the  bank’s 
securitization  program  that  increased  the  risk  profile  of 
the  bank,  the  frustration  the  bank  felt  with  the  protracted 
timing  of  the  1995  examinations,  particularly  the  de¬ 
layed  receipt  of  the  ROEs,  was  understandable.  In 
addition,  management’s  dissatisfaction  that  many  of 
the  affirmative  actions  taken  to  enhance  the  program 
were  not  been  evaluated  and  acknowledged  during  the 
interim  period  is  legitimate. 

Executive  bank  management  did  not  disagree  with  the 
importance  of  maintaining  appropriate  systems  and 
controls  to  protect  the  bank’s  involvement  in  such  a 
rapidly  expanding  program.  However,  because  of  the 
rapid  growth,  sufficient  controls  had  not  been  instituted 
at  the  time  of  the  June  1995  examination.  During  the 
ombudsman’s  visit  to  the  bank,  he  recognized  that 
many  enhancements  to  the  bank’s  systems  and  con¬ 
trols  had  been  implemented  since  the  June  1995  ex¬ 
amination.  Because  of  the  addition  of  these  enhanced 
systems  and  controls,  as  well  as  other  improvements  in 
the  program,  the  ombudsman  recommended  the  im¬ 
mediate  re-examination  of  the  bank  by  the  supervisory 
office. 

The  composite  CAMEL  3  rating,  assigned  as  a  result  of 
the  June  1995  examination,  was  found  to  be  an  appro¬ 
priate  rating  considering  the  risks  inherent  in  the  pro¬ 
gram  at  that  time.  The  additional  efforts  taken  since  the 
June  1995  examination,  to  enhance  risk  monitoring  and 
control  of  the  program,  will  be  reflected  in  the  next 
examination. 

Material  Subsequent  Event:  The  bank  was  recently 
re-examined  by  the  supervisory  office  and  the  bank’s 
composite  CAMEL  rating  was  upgraded  to  a  composite 
CAMEL  2. 
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My  topic  today  is  public  policy  and  regulatory  issues 
relating  to  electronic  money.  Let  me  start  by  making 
clear  what  I  mean  by  electronic  money,  because  the 
term  gets  tossed  around  a  fair  amount  and  can  mean 
a  lot  of  different  things.  For  the  most  part,  I’m  not  going 
to  use  the  term  electronic  money  to  include  the  exten¬ 
sion  to  the  Internet  environment  of  familiar  payment 
technologies  like  credit  cards.  I’ll  try  to  be  clear  when 
making  exceptions,  but  I  intend  to  focus  mostly  on 
electronic  money  in  the  sense  of  an  electronic  store  of 
value,  used  by  consumers  and  accepted  by  merchants 
in  lieu  of  cash.  In  most  of  the  developing  technologies 
that  I’m  aware  of,  the  value  resides  on  a  chip  in  the 
custody  of  the  consumer.  The  chip  can  be  in  a  personal 
computer,  on  a  plastic  card,  or  in  some  other  device. 

The  Office  of  the  Comptroller  of  the  Currency  is  a 
bureau  of  the  Treasury  Department  —  specifically,  the 
bureau  of  the  Treasury  Department  charged  with 
regulating  the  national  banking  system.  Our  interest  in 
electronic  money  stems  from  two  sources.  First,  the 
banking  industry  we  regulate  quite  naturally  has  a  keen 
interest  in  this  area.  Second,  Treasury  Secretary  Rubin 
has  asked  the  Comptroller  of  the  Currency,  my  boss, 
Eugene  A.  Ludwig,  to  play  a  coordinating  role  for  the 
entire  Treasury  Department  with  respect  to  the  develop¬ 
ment  of  policy  on  electronic  money.  I  should  be  clear 
that  this  is  coordination  in  the  weak  sense  of  serving  as 
a  clearinghouse  for  information,  analysis  and  concerns, 
not  in  the  strong  sense  of  telling  the  rest  of  the  Treasury 
Department  what  to  do. 

The  Treasury  Department  is  a  large,  disparate  or¬ 
ganization,  with  a  lot  of  connections  to  and  interests  in 
the  electronic  money  area.  Those  interests  fall  into  three 
categories,  which  I  will  describe. 

Treasury’s  Interests 

Law  Enforcement.  First,  Treasury  plays  a  major  role  in 
law  enforcement,  and  has  a  special  focus  on  the  enfor¬ 
cement  of  laws  against  crimes  relating  to  money,  like 
counterfeiting,  money  laundering,  and  tax  evasion.  We 
are  therefore  naturally  concerned  about  the  possibility 
that  certain  electronic  money  technologies  could  be 
used  to  facilitate  such  crimes  or  perhaps  to  invent  new 
types  of  financial  crimes. 

Operations.  We  also  have  several  operational  interests 
in  the  electronic  money  area.  For  example,  Treasury 
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processes  almost  one  trillion  government  payments  a 
year.  Any  technology  that  can  facilitate  more  efficient 
payment  processing  is  therefore  of  interest  to  us.  Also, 
Treasury  currently  manufactures  both  bills  and  notes 
and  must  therefore  consider  as  an  administrative  mat¬ 
ter  both  the  extent  to  which  electronic  money  might 
reduce  demand  for  those  products  and  the  possibility 
of  modernizing  its  product  line  by  becoming  itself  an 
issuer  of  electronic  money. 

Financial  Stability.  The  third  cluster  of  Treasury  interests 
is  in  the  area  of  financial  stability  —  more  specifically, 
the  stability  of  financial  institutions,  particularly  banks 
and  savings  and  loans.  That’s  my  home  territory. 

Two  Quotes 

So  much  for  the  introduction.  Let  me  now  describe  why 
regulators  like  me  around  the  world  have  begun  to 
focus  on  what’s  going  on  in  the  area  of  electronic 
money.  Consider  these  statements:  “We  are  witnessing 
nothing  less  than  the  birth  of  a  new  industry — the 
development,  issuance,  and  management  of  private 
currencies,”1  and,  “At  worst,  a  faulty  or  crackable  sys¬ 
tem  of  electronic  money  could  lead  to  an  economic 
Chernobyl.”2 


Don  W  Matonis,  http://www  isoc  org/in95prc/HMP/PAPER/ 
136/htlm/paper  htlm#Prologue). 

"Steven  Levey,  Wired ,  December  1994 
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Comparative  Growth  Rates 


Sales  of  color  televisions  increased  at  an  annual  com¬ 
pound  growth  rate  of  10  percent  from  1970  to  1985. 


20%  of  household 
spending  by  2005 
(U.S.  $900  billion) 
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Nobody  in  my  position  wants  to  be  responsible  for  an 
economic  Chernobyl.  So  we  thought  we'd  better  figure 
out  what’s  going  on. 

Good  News 

Now  the  good  news  is  that,  having  dug  into  this  area 
fairly  aggressively  over  the  past  couple  of  years,  finan¬ 
cial  regulators  both  in  the  United  States  and  in  other 
countries  seem  to  be  concluding  that  we  probably  are 
not  looking  at  an  economic  Chernobyl,  certainly  not  any 
time  in  the  very  near  future.  And,  when  you  step  back 
and  consider  the  issue  in  broad  perspective,  it’s  pretty 
clear  why  not. 

First,  even  at  very  extraordinary  growth  rates,  the  use 
of  electronic  money  —  and  here  I'm  using  the  term  very 
broadly  to  include  not  only  electronic  cash  but  also 
various  retail-level  electronic  credit  applications  cur¬ 
rently  in  development  —  seems  unlikely  to  achieve 
within  the  next  several  years  the  sort  of  volume  that 
would  be  required  for  catastrophic  events  to  occur. 

True,  there  are  some  fairly  extraordinary  predictions  out 
there.  For  example,  Booz-Allen  recently  projected  that 
in  the  United  States,  at  least,  20  percent  of  household 
spending  would  take  place  on  the  Net  by  the  year  2905. 

Well,  maybe.  But  let's  try  to  put  that  prediction  in  a  bit 
of  perspective. 

It  would  mean,  conservatively,  a  compound  growth  rate 
over  130  percent  per  year  between  1995  and  2005.  Not 
inconceivable,  perhaps,  but  unlikely. 

Just  to  give  a  couple  of  quick  comparisons  that  might 
help  put  that  kind  of  growth  in  perspective,  sales  of 
compact  discs  (CDs)  between  the  years  of  1986  and 
1995  reached  a  compound  growth  rate  of  30  percent 


But  second,  even  should  electronic  commerce  begin 
to  account  for  a  significant  percentage  of  household 
spending,  the  likelihood  of  catastrophic  failure  —  an 
economic  Chernobyl  —  would  likely  remain  small  so 
long  as  alternative  remote  payment  mechanisms  —  like 
the  combination  of  credit  cards  and  toll-free  telephone 
numbers  —  are  available  in  the  event  of  a  systemic 
shock  in  the  electronic  commerce  environment.  The 
economic  costs  of  systemic  failure  in  the  world  of 
electronic  commerce  will  be  borne  largely  by  those 
whose  businesses  depend  completely  on  the  exist¬ 
ence  of  electronic  payment  technologies.  From  the 
standpoint  of  their  macroeconomic  significance,  that  is 
an  extremely  small  class  of  businesses  today.  Even 
assuming  completely  implausible  rates  of  growth,  it  is 
not  clear  that  this  class  of  businesses  will  ever  achieve 
macroeconomic  significance. 

Overview  of  Issues 

So  much  for  the  good  news. 

The  bad  news  is  that  while  an  economic  Chernobyl 
does  not  appear  to  be  imminent,  emerging  electronic 
money  technologies  do  raise  a  number  of  important 
public  policy  concerns  that  will  likely  give  rise  to  dif¬ 
ferent  types  of  government  interventions  in  countries 
around  the  world  over  the  next  several  years. 

I’d  like  to  briefly  discuss  these  issues  during  the  re¬ 
mainder  of  my  presentation.  I  have  organized  them  into 
near-term,  intermediate-term,  and  long-term  issues  for 
ease  of  presentation,  but  in  reality  these  categories  are 
not  distinct.  I  should  also  note  that  one's  sense  of  not 
only  when  certain  issues  will  arise  but  just  what  those 
issues  will  be  depends  importantly  on  what  role  one 
assigns  to  government  in  this  arena. 

Although,  again,  the  differences  are  less  stark  in  reality, 
conceptually  it  may  be  useful  to  distinguish  three  pos¬ 
sible  roles  for  government. 

First,  government’s  role  could  be  strictly  laissez  faire  — 
i.e.,  we  could  decide  that  government  will  get  involved 
in  this  area  only  when  and  if  a  sufficiently  large  problem 
demands  government  attention  for  its  resolution.  Since 
none  of  these  technologies  are  widely  deployed  today, 
those  who  advocate  a  laissez  faire  approach  can  argue 
that  there  is  no  need  at  present  for  government  inter¬ 
vention  of  any  type. 

Alternatively,  we  could  decide  that  the  appropriate  role 
of  government  is  to  install  sooner  rather  than  later  an 
appropriate  legal  and  regulatory  framework  to  guide 


26  Quarterly  Journal,  Vol.  15,  No.  3,  September  1996 


the  development  of  the  private  market  for  electronic 
money  products.  This  approach  would  be  appropriate 
if  one  believed  that  the  policy  issues  likely  to  arise  in 
this  arena  are  reasonably  foreseeable;  that  electronic 
money  technologies  will  be  adopted  sufficiently  widely 
to  give  rise  to  public  policy  problems  large  enough  to 
warrant  government  intervention;  and  that  the  costs  to 
the  private  sector  of  retrofitting  laws  and  regulations  to 
the  market  for  electronic  money  will  probably  outweigh 
the  costs  of  having  the  government  intervene  before  it 
completely  understands  the  marketplace  for  electronic 
money. 

Still  another  possible  role  for  government  is  to  intervene 
in  the  marketplace  not  just  by  establishing  legal  and 
regulatory  guidelines  for  private  sector  activity,  but  by 
actually  becoming  a  participant  in  the  marketplace. 
Most  dramatically,  the  government  could  decide  to 
issue  stored  value  cards  itself.  A  bit  less  dramatically, 
the  government  could  shorten  the  private  sector’s 
development  time  by  dictating  standards  for,  say, 
encryption  or  interoperability.  One  should  probably 
support  this  sort  of  government  intervention  if  one 
believes  the  opportunity  costs  of  waiting  for  the  private 
sector  to  develop  and  broadly  deploy  electronic  money 
technologies  exceed  the  expected  costs  of  public  sec¬ 
tor  mistakes  in  connection  with  efforts  to  accelerate  the 
process. 

I  need  to  be  clear  that  in  identifying  issues  that  I  think 
could  at  various  future  points  occasion  government 
interventions  in  the  market  I  am  not  announcing  or  even 
suggesting  that  either  the  OCC  or  the  Treasury  Depart¬ 
ment  is  necessarily  in  the  process  of  planning  such 
interventions.  On  the  contrary,  both  the  Treasury 
Department  and  the  Federal  Reserve  Board  are  official¬ 
ly  committed  to  a  laissez  faire  approach  to  this  area, 
although  Treasury’s  efforts  in  the  electronic  benefit 
transfer  area  represent  a  government  intervention  more 
in  line  with  the  third  of  these  approaches,  albeit 
motivated  more  by  social  concerns  than  by  an  interest 
in  advancing  the  state  of  the  art  in  payment  tech¬ 
nologies.  Many  European  governments,  by  com¬ 
parison,  seem  to  be  combining  elements  of  the  second 
and  third  approaches. 

Near-Term  Issues 

In  the  early  deployment  of  electronic  money  tech¬ 
nologies,  the  most  important  issues  will  involve  con¬ 
sumer  protection,  and  there  are  really  two  different 
kinds  of  consumer  protection  issues. 

Disclosures.  First,  there  is  the  question  about  what  sort 
of  information  we  think  consumers  need  in  order  to 
make  rational  economic  decisions  about  the  purchase 
and  use  of  electronic  money  products.  The  application 


of  rules  devised  for  existing  credit  and  debit  card 
products  to,  say,  stored  value  cards  is  not  clear. 

Already,  it  seems  pretty  clear  that,  in  the  absence  of 
government  intervention,  consumers  may  be  sys¬ 
tematically  misled.  Around  the  world,  developers  of 
electronic  money  are  all  marketing  their  products  to 
consumers  on  the  same  basis  —  cash.  Just  like  cash. 
Electronic  cash.  Small  wonder,  therefore,  if  consumers 
come  to  view  electronic  money  as  just  like  cash.  But  the 
bits  of  a  private  issuer  representing  a  claim  on  that 
issuer’s  assets  are  not  as  an  economic  matter 
equivalent  to  a  claim  on  the  assets  of  a  sovereign 
government,  unless  perhaps  the  government  backs  the 
issuer’s  liabilities. 

Protection  Against  Loss.  This  brings  me  to  the  second 
category  of  consumer  protection  issues:  protections 
against  the  risk  of  loss.  Here  we  need  to  distinguish 
between  protection  against  loss  due  to  the  default  of 
the  issuer  and  loss  due  to  the  fault  of  the  consumer. 

The  protection  of  consumers  against  the  risk  of  loss  due 
to  issuer  default  is  a  particularly  key  problem.  Ultimate¬ 
ly,  this  is  a  question  about  what  sort  of  standards,  if  any, 
we  should  impose  on  issuers  of  stored  value  with 
respect  to  financial  condition,  especially  capital  ade¬ 
quacy  and  liquidity.  Interestingly,  the  European  Union 
has  already  adopted  the  view  that  only  “credit  institu¬ 
tions”  —  i.e. ,  banks  —  should  be  allowed  to  issue 
stored  value,  and  its  member  countries  are  in  the 
process  of  enshrining  that  view  into  their  respective 
laws.  But  the  issue  remains  unresolved  in  many  other 
countries,  including  the  United  States  where  many 
nonbanks  are  entering  the  marketplace  as  issuers  of 
electronic  money. 

I  might  note  that  while  I  earlier  discounted  the  possibility 
of  an  economic  Chernobyl,  the  fact  that  unregulated 
and  potentially  weak  institutions  are  essentially  free  to 
enter  the  business  of  issuing  stored  value  poses  a  form 
of  systemic  risk  that,  if  unimportant  from  a  macro- 
economic  perspective,  should  nonetheless  trouble 
other  current  and  prospective  stored  value  issuers.  If, 
as  currently  seems  likely,  all  stored  value  products  are 
marketed  on  the  basis  that  they  are  just  like  cash, 
consumers  are  highly  likely  to  view  these  products  as 
much  like  one  another.  In  such  an  environment,  the  risk 
seems  significant  that  one  issuer’s  failure  could  spark 
a  contagion  that  would  chill  consumer  acceptance  of 
the  stored  value  products  of  other  issuers. 

The  other  risk  of  loss  issue  is  more  mundane  but 
nonetheless  real.  Most  electronic  money  developers 
take  the  view  that  if  a  consumer  loses,  say,  a  stored 
value  card  the  consumer  should  bear  the  loss.  That  may 
be  a  perfectly  reasonable  approach,  but  consumers 
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are  unlikely  to  understand  their  liability  in  the  absence 
of  affirmative  measures  to  make  them  understand.  This 
is  particularly  important  in  the  United  States,  whose 
consumers  currently  enjoy  a  limit  on  personal  liability  in 
the  event  they  lose  credit  or  debit  cards.  Without  effec¬ 
tive  disclosures,  consumers  may  confuse  these  exist¬ 
ing  cards  with  stored  value  cards. 

Privacy.  A  final  issue  likely  to  require  attention  from 
policy  makers  in  the  relatively  near  term  is  privacy. 
Currently,  the  world  of  electronic  money  developers  is 
split.  Some  see  their  business  case  depending  in  sig¬ 
nificant  measure  on  the  attractiveness  of  anonymity  to 
consumers.  Others  see  their  business  case  as  depend¬ 
ent  in  significant  measure  on  the  attractiveness  to  mer¬ 
chants  of  certain  kinds  of  transaction  data  the  collection 
of  which  electronic  money  technologies  could  permit. 
In  the  public  sector,  consumer  protection  interests  tend 
to  be  concerned  by  the  use  of  transactional  data  for, 
cross-marketing,  for  example,  while  law  enforcement 
interests  tend  to  be  concerned  that  anonymous  tech¬ 
nologies  may  lend  themselves  too  readily  to  criminal 
activities. 

Intermediate-Term  Issues 

When  I  say  intermediate  term,  I  have  in  mind  a  time 
when  the  use  of  electronic  money  as  a  medium  of 
exchange  is  reasonably  common.  A  significant  per¬ 
centage  of  retail  merchants  will  accept  stored  value 
payments.  A  significant  percentage  of  consumers  use 
stored  value  on  a  regular  basis.  But  coin  and  currency 
are  still  in  very  widespread  use. 

Law  Enforcement.  Counterfeiting,  money  laundering,  and 
tax  evasion  are  familiar  problems  in  the  world  of  physical 
currency.  I  think  they  are  pretty  well  understood,  so  I  won’t 
dwell  on  them  here  today  except  to  observe  that  they 
could  also  be  substantial  problems  in  the  world  of 
electronic  commerce.  The  extent  to  which  they  will  in  fact 
become  problems  in  the  electronic  realm  depends  largely 
on  which  specific  electronic  payment  technologies 
prevail  and,  specifically,  on  the  degree  of  auditability 
associated  with  these  technologies. 

Safety  and  Soundness.  Should  the  use  of  electronic 
money  grow  to  significant  proportions,  or  should  in¬ 
dividual  financial  institutions  become  heavily  involved 
in  it,  regulators  like  me  will  have  to  worry  —  at  least  to 
the  extent  that  electronic  money  is  originated  by  regu¬ 
lated  entities  -  about  the  operational  risks  associated 
with  the  business  and  about  the  maintenance  of  ade¬ 
quate  capital  and  liquidity  to  support  redemptions  of 
electronic  value. 

Access.  A  third  set  of  issues  that  could  become  impor¬ 
tant  in  the  intermediate  term  involves  access  to  the 


financial  system.  Many  financial  and  social  welfare 
policy  makers  believe  that  significant  benefits  flow  from 
having  people  participate  in  the  financial  system,  and 
specifically  the  banking  system.  Broad  deployment  of 
electronic  money  products  could  affect  access  to  the 
banking  system  services  in  two  ways. 

The  direct  effects  on  access  can  only  be  positive.  If 
there  are  more  ways  to  access  the  banking  system, 
more  people  should  find  it  accessible.  But  who  will  find 
access  improved  by  virtue  of  these  new  technologies? 
We  don’t  have  hard  data  on  this  point,  but  intuition 
suggests  that  low-income  populations  will  probably  be 
less  comfortable  with  these  new  technologies  than 
other  groups.  So  while  the  direct  effects  on  banking 
system  access  for  low-income  households  should  be 
positive,  they  will  probably  be  small. 

The  indirect  effects  on  low-income  access  to  the  bank¬ 
ing  system  will  probably  be  negative  and  could  be 
significant.  In  the  United  States,  many  large  retail  banks 
believe  they  are  at  or  approaching  a  point  at  which  they 
will  have  to  make  the  strategic  decision  whether,  going 
forward,  they  will  continue  to  access  their  customers 
through  traditional  branches  to  provide  customer  ac¬ 
cess  to  banking  services  or  begin  instead  to  substitute 
new  electronic  access  technologies.  To  whatever  ex¬ 
tent  banks  begin  to  reduce  or  eliminate  existing  branch 
networks  in  favor  of  access  technologies  even  less 
accessible  to  low-income  consumers,  we  face  the 
prospect  that  concerns  about  access  to  the  banking 
system  will  intensify. 

Long-Term  Issues 

Two  additional  issues  deserve  mention  under  the  long¬ 
term  heading. 

Seignorage.  To  the  extent  that  private  sector  e-money 
substitutes  for  coins  and  bills  of  various  denominations 
government  and  central  banks  could  lose  in  two  ways. 
First,  they  could  lose  some  of  the  revenue  they  currently 
enjoy  from  the  difference  between  the  cost  of  manufac¬ 
turing  currency  and  the  face  value  of  that  same  curren¬ 
cy.  Second,  they  could  lose  some  of  the  revenue  they 
gain  by  issuing  non-interest  bearing  currency  in  lieu  of 
interest-bearing  debt. 

I  have  discussed  the  seignorage  issue  with  officials  of 
several  central  banks  who  have  studied  it  in  the  context 
of  current  electronic  money  developments.  Very  few  of 
them  are  concerned  that  the  use  of  electronic  money 
will  become  so  widespread  as  to  raise  serious  seig¬ 
norage  concerns  any  time  soon,  if  ever 

International  Issues.  Now  a  word  about  international 
issues.  All  of  the  issues  I  have  mentioned  thus  far  are 
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largely  familiar.  New  payment  technologies  will  force  us 
to  adapt  our  public  policy  solutions  to  these  issues,  and 
perhaps,  in  a  few  instances,  force  us  to  reconsider  our 
policy  prescriptions,  but  for  the  most  part  the  policy 
issues  with  respect  to  these  issues  are  incremental,  not 
fundamental. 

In  the  international  arena,  however,  we  may  face  issues 
fundamentally  unlike  any  we  have  faced  before.  The 
observation  that  the  Internet  is  borderless  is  by  now 
very  familiar.  But  the  regulatory  issues  this  lack  of 
borders  presents  are  anything  but  familiar.  There  is  no 
clear  understanding  among  the  world’s  financial 
regulators  as  to  the  allocation  of  responsibilities  for 
monitoring  and  acting  to  prevent  the  commission  of 
financial  frauds  on  the  Internet.  There  is  no  way  for 
consumers  to  be  sure,  in  the  Internet  environment,  that 
the  financial  institution  they  believe  they  are  dealing 
with  is  legitimate  or  that  the  transaction  in  which  they 
are  engaged  is  enforceable. 

Since  a  full  resolution  of  these  issues  would  require  the 
participation  of  all  the  world's  nations,  we  should 
probably  not  expect  a  full  resolution  in  our  lifetimes.  In 
the  absence  of  full  resolution,  we  should  expect  the 
Internet  to  attract  a  significant  measure  of  criminal 
activity,  possibly  significant  enough  to  retard  the  growth 
of  electronic  commerce  itself. 

Conclusion 

Having  listed  these  problems  in  the  abstract,  let  me 
hasten  to  add  that  different  electronic  money  tech¬ 
nologies  coming  to  market  differ  in  ways  that  have 
important  implications  for  public  policy.  Not  all  of  these 
technologies  raise  all  of  these  issues,  and  it  may  be 
useful  to  conclude  by  identifying  three  dimensions  of 
variance  between  different  electronic  money  tech¬ 
nologies  that  have  important  implications  for  public 
policy: 

•  Auditability.  The  extent  to  which  electronic 
money  technologies  raise  law  enforcement 
concerns  varies  directly  with  the  degree  to 
which  they  are  fully  accounted,  and  therefore 
auditable.  In  the  world  of  physical  money,  it  is 
a  long-established  proposition  that  the  more 
complete  the  audit  trail,  the  easier  it  is  to  detect 
and  take  action  against  financial  crimes.  That 
proposition  will  hold  equally  true  in  the  world  of 
electronic  money.  In  general,  auditability  con¬ 
cerns  tend  to  be  heightened  in  systems  permit¬ 
ting  purse-to-purse  transfers,  and  in  systems 
that  do  not  provide  complete  transaction  detail 
to  the  issuer  of  electronic  value  (e.g.,  because 
transactions  are  aggregated  at  the  merchant 


level  and  transmitted  to  the  issuer  without  iden¬ 
tifying  details). 

•  Disposability  vs.  reloadability.  In  the  universe  of 
stored  value  card  technologies,  the  distinction 
between  disposable  and  reloadable  cards  is 
important  both  in  terms  of  the  underlying 
economics  of  the  business  and  in  terms  of  public 
policy.  In  particular,  reloadable  technologies 
characteristically  —  though  not  necessarily  — 
entail  closer  linkage  to  the  banking  industry  than 
disposable  technologies.  That  linkage  tends  to 
establish  a  relationship  to  the  system  of  bank 
regulation  and  supervision  that  helps  to  mitigate 
some  of  the  risks  to  consumers  posed  by  the 
possibility  of  issuer  default.  On  the  other  hand, 
precisely  because  of  their  connections  to  the 
banking  industry,  such  technologies  may 
present  a  greater  risk  that  consumers  will  con¬ 
fuse  them  with  existing  payment  technologies 
such  as  debit  and  credit  cards. 

•  Physical  vs.  virtual  commerce.  In  the  period 
between  the  consumer’s  exchange  of  physical 
for  electronic  value  and  the  merchant’s 
redemption  of  electronic  for  physical  value,  the 
holder  of  electronic  value  is  at  risk  to  the  pos¬ 
sibility  of  a  disruption  in  the  electronic  money 
system.  Stored  value  applications  intended  for 
use  in  the  world  of  physical  commerce  fre¬ 
quently  envision  circulation  periods  of  days  or 
weeks.  Applications  intended  for  use  in  the 
world  of  virtual  commerce,  however,  can  easily 
accommodate  much  shorter  circulation  peri¬ 
ods  and  therefore  likely  entail  less  settlement 
risk.  On  the  other  hand,  the  online  environment 
lends  itself  readily  to  the  transmission  of  value 
across  international  boundaries,  and  therefore 
may  present  greater  opportunity  for  financial 
crime  and  greater  need  for  international  co¬ 
operation. 

The  development  of  electronic  money  presents  the 
world’s  financial  regulators  with  the  challenge  of  striking 
an  appropriate  balance  between  protecting  consumers 
and  promoting  innovation.  Striking  that  balance  appro¬ 
priately  will  require  active  cooperation  from  the  private 
sector. 

Fundamentally,  our  view  is  that  the  issues  I  have  raised 
are  surmountable.  They’re  just  problems  we  need  to 
work  through.  Working  through  them  will  require  a  lot  of 
hard  work  on  the  part  of  both  governments  and  busi¬ 
nesses  around  the  world,  but  I  am  confident  that  in  the 
fullness  of  time  we  will  work  through  them 


Quarterly  Journal,  Vol.  15,  Mo.  3,  September  1996  29 


Remarks  by  Konrad  S.  Alt,  Senior  Deputy  Comptroller  for  Economic 
Analysis  and  Public  Affairs,  before  the  National  Association  of  Business 
Economists,  on  the  future  of  financial  regulation,  March  13,  1996 


l'm  pleased  to  be  here  today  to  talk  about  a  topic  as 
impressive  as  the  future  of  financial  regulation. 

Let  me  begin  with  the  usual  caveat:  my  comments  here 
today  are  my  own.  While  they  are  certainly  informed  by 
my  experience  at  the  OCC,  they  don’t  necessarily 
reflect  the  views  of  the  Comptroller,  the  institutional 
views  of  the  OCC,  or  the  Treasury  Department. 

My  perspective  on  the  future  of  financial  regulation  is 
—  perhaps  like  all  perspectives  —  a  bit  parochial.  My 
own  interests  focus  on  the  future  of  bank  regulation,  in 
particular.  And  this  turns  out  to  be  an  interesting  time 
to  discuss  the  future  of  bank  regulation,  because  the 
system  of  bank  regulation  we  have  enjoyed  in  this 
country  for  many  years  is  changing  in  a  number  of 
respects  and  faces  a  number  of  particular  challenges. 

Today,  I  want  to  focus  my  remarks  on  two  phenomena 
well  underway  in  the  banking  industry: 

•  Rapid  consolidation  and  structural  change," 
and 

•  The  rise  of  electronic  commerce,  and  especial¬ 
ly  the  development  of  electronic  distribution 
channels  for  financial  products  and  services. 

And  I’m  going  to  argue  that  while  these  developments 
may  seem  to  be  more  or  less  unrelated,  they  produce 
some  very  similar  pressures  on  the  existing  system  of 
bank  regulation  in  this  country  —  the  dual  banking 
system  —  pressures  that  we  should  expect  to  have  a 
significant  influence  on  the  course  of  financial  regula¬ 
tion  in  years  to  come. 

Electronic  Commerce 

Let  me  start  with  a  few  words  about  electronic  com¬ 
merce  To  begin  by  telling  you  something  you'd  probab¬ 
ly  have  to  be  brain  dead  not  to  know  already,  the  cutting 
edge  of  commerce  today  is  at  the  technological  frontier 
and  commerce  in  financial  services  is  no  exception. 

If  you  log  onto  the  Internet  today,  you  can  find  hundreds 
of  financial  institutions,  both  foreign  and  domestic,  with 
sites  on  the  World  Wide  Web.  Most  of  those  Web  sites 
today  do  little  more  than  provide  information  —  essen¬ 
tially,  advertising  to  those  who  surf  by.  But  many  of 
them  declare  an  intention  to  begin  actually  conducting 
business  in  the  relatively  near  future. 


A  few  have  already  begun.  With  careful  searching,  one 
can  even  now  find  financial  institutions  that  will  provide 
account  information,  pay  your  bills,  accept  credit  and 
debit  applications,  sell  you  stock,  and  provide  a  variety 
of  additional  financial  products  and  services.  We  have 
already  in  this  country  one  insured  depository  institu¬ 
tion  —  Security  First  Network  Bank,  a  federally  char¬ 
tered  savings  and  loan  institution  based  in  Kentucky  — 
whose  distribution  strategy  centers  on  the  Internet 
rather  than  brick  and  mortar  branches.  A  handful  of 
similar  institutions  are  in  the  developmental  stages. 

In  the  current  environment,  one  can  easily  get  carried 
away  by  the  hype,  and  I  have  seen  some  pretty  far¬ 
fetched  predictions  —  everybody  in  the  world  on  the 
Internet  by  the  year  2004;  vast  amounts  of  household 
purchases  on  the  Internet  in  the  relatively  near  future, 
and  so  on.  I  am  not  one  of  those  who  believe  we  will 
wake  up  one  morning  soon  and  find  the  Internet  has 
changed  the  world.  But  I  do  believe  that,  over  the 
course  of  the  next  decade  or  so,  we  will  likely  find 
electronic  distribution  channels  becoming  increasingly 
important  to  financial  institutions,  banks  among  them. 

Already,  the  strategic  planning  of  many  financial  institu¬ 
tions  is  responding  to  the  recognition  that  electronic 
distribution  is  coming.  Many  banking  organizations  are 
reevaluating  their  plans  for  further  expansion  of  brick 
and  mortar  branch  networks.  I’m  sure  similar  strategic 
shifts  are  also  underway  in  other  sectors  of  the  financial 
services  industry. 

Industry  Consolidation 

Enough  on  electronic  commerce  for  the  moment.  Now 
let  me  say  a  word  or  two  about  consolidation  in  the 
banking  industry. 

It’s  not  much  of  a  secret  that  the  banking  industry  is  in 
the  midst  of  massive  consolidation.  Between  1980  and 
year-end  1995,  the  number  of  banks  in  this  country 
dropped  from  14,000  to  about  10,000.  In  the  same 
period,  the  number  of  banking  organizations  —  inde¬ 
pendent  banks  and  bank  holding  companies  — 
dropped  from  about  12,300  to  about  8,100. 

You’ve  probably  all  heard  numbers  like  that  before. 

What  you  may  not  have  heard,  however,  is  an  even 
more  dramatic  set  of  numbers  that  lie  just  below  the 
surface  of  the  consolidation  statistics.  These  numbers 
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tell  a  story  of  enormous  changes  in  the  structure  of 
banking  organizations  —  and  in  particular,  of  the  rise 
of  a  particular  form  of  banking  organization:  the  multi¬ 
state,  multibank  holding  company. 

Here  they  are:  In  1980,  there  were  only  about  16  multi¬ 
state  multibank  holding  companies,  and  they  controlled 
only  about  $80  billion  in  assets  —  barely  4  percent  of 
industry  assets.  By  year-end  1994,  there  were  approx¬ 
imately  200  multistate  multibank  holding  companies. 
These  companies  controlled  a  whopping  70  percent  of 
industry  assets. 

Seen  in  light  of  that  trend,  the  1994  Riegle-Neal  inter¬ 
state  banking  and  branching  legislation  was  a  simple 
but  belated  recognition  of  a  marketplace  reality:  the  rise 
of  multistate  multibank  holding  companies.  But  the 
legislation  went  beyond  merely  acknowledging  that 
event.  In  opening  the  door  wide  to  interstate  branching 
activity,  it  paved  the  way  for  the  next  enormous  evolu¬ 
tion  in  the  dominant  form  of  banking  organizations.  This 
next  evolution  has  already  begun  and  may  well  be 
largely  complete  as  soon  as  the  turn  of  the  century.  I 
am  speaking  of  the  conversion  of  multistate  multibank 
holding  companies  into  multistate  branch  banks. 

Pressure  on  the  Dual  Banking  System 

Now  you  may  be  wondering,  OK,  so  what’s  the  link 
here?  The  link  is  this:  In  my  judgment,  each  of  these 
developments  is  going  to  change  fundamentally  the 
banking  industry’s  demands  on  and  its  expectations 
from  its  regulatory  system.  And,  in  particular,  as  the  next 
decade  or  so  grinds  on,  we  should  expect  those  chang¬ 
ing  expectations  and  demands  to  put  mounting  pres¬ 
sure  on  the  dual  banking  system. 

As  most  of  you  know,  we  have  had  a  dual  banking 
system  in  this  country  since  the  mid-19th  century.  That 
system  devolves  a  heavy  responsibility  on  state  legis¬ 
latures  and  state  bank  supervisors  and  establishes  a 
significant  institutional  tension  between  the  state  super¬ 
visors,  as  charterers  and  supervisors  of  state-chartered 
banks,  and  my  agency,  the  Office  of  the  Comptroller  of 
the  Currency,  as  the  charterer  and  supervisor  of 
federally  chartered  banks. 

Through  the  operation  of  that  tension,  the  banking 
industry  has  swung  through  periods  of  both  national 
bank  and  state  bank  dominance  for  well  over  a  century. 
Currently,  roughly  55  percent  of  the  banking  industry’s 
assets  are  in  national  banks  —  a  figure  that  has  been 
very  slowly  drifting  downward  for  several  years. 

The  system  has  always  had  both  advocates  and 
detractors.  Advocates  have  characteristically  viewed 
the  system  as  a  source  of  innovation  in  the  banking 


industry  and  an  appropriate  outlet  for  the  policy  views 
and  political  expression  of  the  different  states.  Detrac¬ 
tors  have  tended  to  see  it  as  a  source  of  considerable 
inefficiency  and  expense. 

Both  in  the  political  system  and  in  the  marketplace,  our 
devolution  of  chartering,  regulatory,  and  supervisory 
responsibility  to  the  states  rests  on  a  fundamental  as¬ 
sumption:  that  the  market  for  banking  products  and 
services  is  essentially  local  in  character. 

But  in  both  the  rise  of  electronic  distribution  channels 
for  financial  products  and  in  the  rise  of  multistate 
branch  banks,  we  see  that  assumption  called  into 
serious  question.  For  would-be  electronic  distributors 
of  financial  products  and  services  the  existing  legal  and 
regulatory  structure  could  well  prove  unworkable.  The 
observation  that  the  Internet  is  borderless  is  already  so 
familiar  we  have  grown  tired  of  hearing  it.  But  it’s  true: 
the  Internet  has  difficulty  accommodating  even  national 
boundaries,  let  alone  state  lines.  A  legal  regime  that 
requires  providers  of  financial  services  to  tailor  their 
services  to  a  wide  range  of  local  laws  will  strike  would- 
be  electronic  distributors  of  financial  products  and 
services  as  irrational,  unreasonable,  costly,  and 
anachronistic.  We  should  not  expect  them  to  be 
soothed  by  explanations  grounded  in  history  and 
states’  rights  arguments. 

As  for  evolutions  in  the  structure  of  banking  organiza¬ 
tions,  inconsistencies  between  state  laws  and  regula¬ 
tions  have  already  been  an  annoyance  to  multistate 
multibank  organizations.  But  a  multistate  multibank 
holding  company  at  least  has  in  place  the  old  systems 
of  its  component  banks  that  understand  and  respond 
to  those  inconsistencies.  As  these  organizations 
migrate  toward  multistate  branch  bank  structures,  they 
will  hope  for  and  plan  on  savings  precisely  from  the 
elimination  of  those  old  systems.  And  they  will  come 
increasingly  to  see  the  legal  system’s  insistence  on  com¬ 
pliance  with  a  variety  of  differing  regulatory  regimes  as  a 
source  of  frustration,  burden,  and  expense. 

In  short,  in  both  the  rise  of  electronic  commerce  and  in 
the  rise  of  multistate  branch  banks  we  are  witnessing 
marketplace  developments  that  will  inevitably  produce 
a  banking  system  broadly  more  interested  in  uniform 
laws  and  regulations  and  less  tolerant  of  differences 
among  supervisors  at  both  the  state  and  national  levels 
—  indeed,  even  at  the  international  level.  Moreover,  in 
the  likelihood  that  the  migration  from  multistate  multi¬ 
bank  organizations  to  multistate  branch  banks  will 
occur  fairly  quickly,  we  see  the  prospect  that  those 
frustrated  with  the  inconsistencies  associated  with  the 
multiplicity  of  supervisors  may  soon  account  for  the 
balance  of  the  banking  industry  —  a  political  con¬ 
stituency  of  appreciable  force. 
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Rising  intolerance  for  supervisory  differences  will  force 
us  to  reevaluate  much  of  our  existing  legal  and 
regulatory  structure  at  both  the  federal  and  state  levels. 
The  obvious  pressure  on  legislators  and  regulators  at 
all  levels  of  government  will  be  for  greater  uniformity. 
But  movement  toward  that  objective  will  undermine  a 
fundamental  premise  of  the  dual  regulatory  system:  that 
diverse  legal  regimes  beget  innovation,  which  ultimate¬ 
ly  benefits  the  banking  system. 

At  the  same  time  that  developments  in  the  marketplace 
are  producing  increasing  pressure  for  uniformity  across 
the  state  and  federal  legal  and  regulatory  system,  a 
second  overlooked  consequence  of  industry  con¬ 
solidation  could  threaten  the  efficacy  of  bank  super¬ 
vision  within  the  existing  dual  banking  system  model.  I 
think  we  have  overlooked  this  consequence  because 
of  its  rather  pedestrian  nature,  but  its  impact  on  super¬ 
visors  could  be  significant. 

Consider  what  happens  from  a  supervisory  standpoint 
when  a  multistate  multibank  organization  rolls  up  its 
operations  into  a  single  multistate  branch  bank.  Every 
time  such  a  rollup  occurs,  the  resulting  entity  must 
choose  a  charter.  For  every  federal  and  state  regulator 
who  had  a  stake  in  the  multistate  multibank  organiza¬ 
tion,  that  choice  poses  an  organizational  risk:  only  one 
regulator  can  emerge  as  the  primary  regulator  of  the 
resulting  entity.  The  rest  will  have  to  figure  out  what  to 
do  with  newly  surplus  personnel,  how  to  recoup  lost 
assessment  income,  and  so  forth. 

Within  the  existing  system  of  regulation  and  super¬ 
vision,  although  we  don’t  yet  know  how  this  dynamic 
will  play  out,  we  know  that  many  more  supervisors  will 
lose  jurisdiction  than  gain  it  in  this  process.  And  we 
know  that  the  process  presents  formidable  manage¬ 
ment  challenges. 

At  the  OCC,  we  face  increasingly  large  problems  of 
matching  our  geographic  distribution  of  field  examining 
personnel  to  a  changing  and  seemingly  volatile 
geographic  distribution  of  national  bank  headquarters. 
Our  employees  face  steadily  more  frequent  and  more 
dramatic  demands  for  relocation.  The  task  of  recruiting 
and  retaining  a  skilled  workforce  seems  likely  to  be¬ 
come  steadily  more  difficult. 

At  the  state  level,  there  will  also  be  severe  management 
problems.  After  all,  state  supervisors  can’t  relocate 
personnel  out  of  state  to  reflect  a  shift  in  a  banking 
organization’s  headquarters.  And  the  risks  to  state  su¬ 
pervisors  in  this  environment  are  large.  In  a  rough 
analysis  we  did  over  a  year  ago,  the  OCC  identified  nine 
states  in  which  more  than  50  percent  of  state  bank 
assets  are  owned  by  organizations  whose  lead  banks 
are  located  out  of  state  15  states  in  which  more  than 


half  of  the  large  state  banks  —  those  with  more  than 
$500  million  in  assets  and  whose  assessments  con¬ 
tribute  significantly  to  the  support  of  supervisory  agen¬ 
cies  —  were  owned  by  organizations  whose  lead  banks 
were  headquartered  out  of  state;  and  seven  states  in 
which  all  of  the  large  banks  in  the  state  are  owned  by 
holding  companies  headquartered  out  of  state. 

The  incentives  for  supervisors  in  this  environment  are 
all  wrong.  At  both  the  state  and  federal  levels,  we  all 
struggle  hard  against  it,  but  every  bank  supervisor  feels 
an  institutional  tug  to  compete  for  charters.  It  is  com¬ 
pletely  predictable  that,  over  the  next  few  years,  some 
supervisors  will  from  time  to  time  indulge  that  tug  to  the 
detriment  of  responsible  supervision. 

Conclusion 

Now  it  may  sound  as  though  I’m  making  an  argument 
to  the  effect  that  the  1994  interstate  banking  and 
branching  legislation  was  a  mistake,  but  that  is  not  my 
view.  I  supported  that  legislation,  my  agency  supported 
it,  and  I  am  confident  the  banking  system  stands  to 
benefit  considerably  from  its  enactment.  My  point  with 
respect  to  that  legislation  is  only  that  it  changed  the 
world  of  bank  regulation  and  supervision  in  ways  that 
we  did  not  identify  at  the  time  and  will  have  to  respond 
to  in  the  future. 

It  may  also  sound  as  though  I  am  making  an  argument 
in  favor  of  the  primacy  of  federal  supervision  and 
regulation  and  against  the  state  half  of  the  dual  banking 
system.  Given  my  institutional  affiliation,  I  can  ap¬ 
preciate  that  you  might  suspect  me  of  harboring  such 
views.  But  that’s  not  really  my  point,  either.  As  a  legal 
matter,  the  dual  banking  system  has  been  around  for  a 
long  time,  and  I’m  much  too  familiar  with  the  prevailing 
political  winds  to  imagine  that  Congress  is  about  to 
abolish  state  bank  regulation  and  supervision  in  favor 
of  a  federal  model. 

My  point  is  only  that  the  realities  of  the  marketplace  are 
evolving  in  a  way  that  may  leave  the  dual  banking 
system  in  place  as  a  legal  matter  only.  Just  as  they  have 
always  shaped  the  world  of  financial  regulation, 
marketplace  forces  are  continuing  to  shape  it.  Those 
forces  are  bringing  pressures  for  uniformity  in  the 
regulatory  system  that  are  already  very  real,  that  will 
foreseeably  become  much  greater,  and  that  stand  in 
considerable  tension  with  the  dual  banking  system  as 
we  have  known  and  loved  it  —  not  just  a  legal  entity, 
but  a  fully  functional  supervisory  regime. 

Eventually,  even  the  legal  system  will  have  to  respond 
somehow,  and  it  will  respond,  though  just  how  is  not  yet 
clear.  Federal  occupation  of  the  field  is  one  possible 
response  —  and,  obviously,  from  where  I  sit  the  path  of 
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least  resistance  —  but,  again,  I  am  enough  of  a  political 
realist  to  recognize  it’s  probably  not  a  likely  response 
any  time  in  the  foreseeable  future.  And  there  may  well 
be  other  reasonable  policy  responses.  This  much 
seems  clear:  those  who  believe  the  dual  banking  sys¬ 


tem  has  an  important  role  to  play  in  the  future  of  our 
financial  regulatory  system  will  face  mounting  pressure 
from  the  banking  industry  itself  to  explain  just  what  that 
role  should  be. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Interagency  Meeting  of  Federal  Financial  Institution  Supervisors,  on  changes 
in  the  financial  services  industry  and  financial  regulation,  Warrenton,  VA, 
April  2,  1996 


These  are  exciting  times  for  the  financial  regulatory 
community,  as  we  prepare  to  meet  the  challenges  of  a 
changing  industry.  This  meeting  —  which  brings 
together  the  leadership  of  the  Federal  Deposit  In¬ 
surance  Corporation,  the  Office  of  Thrift  Supervision, 
the  Federal  Reserve,  and  the  OCC  —  is  a  timely  oppor¬ 
tunity  for  us  to  learn  from  one  another  and  discuss  our 
shared  objective  of  providing  the  nation  the  modern, 
competitive,  accessible,  and  safe  and  sound  financial 
services  it  needs  to  prosper  in  the  21st  century. 

I  have  always  had  a  considerable  respect  for  the  quality 
of  supervision  at  our  respective  agencies.  Though  each 
of  us  has  somewhat  different  traditions,  our  mutual 
dedication  to  public  service  and  high  quality  sets  the 
bank  and  thrift  regulatory  agencies  apart.  I  am  certain 
that  working  together  we  will  be  able  to  meet  the 
challenges  of  an  ever  more  challenging  banking  en¬ 
vironment. 

I  want  to  use  this  time  together  to  talk  primarily  about 
technology’s  implications  for  banking,  but  I’d  like  to 
begin  by  mentioning  the  Barnett  case  and  the  Supreme 
Court’s  recent  unanimous  ruling  affirming  the  right  of 
national  banks  in  towns  of  less  than  5,000  to  sell  in¬ 
surance.  Clearly,  the  decision  is  a  significant  milestone 
for  the  industry  and  the  economy,  giving  greater  num¬ 
bers  of  consumers  the  benefits  of  competition  in  in¬ 
surance  and  banks  enhanced  ability  to  compete 
against  nonbank  providers  by  allowing  them  to  engage 
in  a  line  of  business  that  makes  sense  and  can  be 
delivered  in  a  safe  and  sound  manner  —  benefits  long 
overdue. 

At  the  same  time,  however,  the  fact  that  in  1996  the 
ability  of  national  and  many  state  banks  to  sell  in¬ 
surance  depends  on  a  statute  Congress  enacted  in 
1916  —  80  years  ago  —  is,  in  at  least  a  couple  of 
respects,  quite  noteworthy.  First,  and  this  is  the  lawyer 
in  me  coming  through,  it’s  noteworthy  that  a  statute 
enacted  so  long  ago,  at  a  time  when  the  business  of 
banking  and  the  marketplace  for  financial  services 
were  so  different  than  they  are  today,  can  still  speak  to 
the  needs  of  banks  in  the  modern  era. 

I  know  there  are  one  or  two  people  out  there  who  may 
think  otherwise,  but  I  think  that  fact  speaks  well  of  our 
judicial  system  and  of  our  legal  traditions.  On  the  other 
hand  it's  perhaps  equally  noteworthy  that  in  this  day 
and  age  when  the  business  of  banking  has  changed 


so  much,  when  the  demands  of  the  marketplace  have 
evolved  so  enormously,  when  technology  is  changing 
the  face  of  financial  services  —  the  debate  in 
Washington  over  financial  modernization  legislation  is 
so  very  narrow. 

It  is  a  sad  commentary  on  the  quality  of  debate  in  this 
area  that  like  a  broken  record  we  are  focusing  our 
attention,  not  on  true  financial  modernization,  not  on 
safety  and  soundness  and  better  opportunity  for  con¬ 
sumers,  and  not  on  a  better  economy,  but  rather  on  the 
question  of  whether  banks  are  able  to  provide  in¬ 
surance  to  their  customers  —  a  basic  financial  services 
product,  a  product  whose  provision  raises  few  if  any 
significant  policy  concerns.  Indeed,  from  a  policy 
perspective,  failure  to  focus  on  true  financial  modern¬ 
ization  may  well  have  adverse  safety  and  soundness 
implications.  If  banks  cannot  sell  low-risk  financial 
products  and  services  such  as  insurance,  they  will  have 
to  look  to  higher-risk  sources  of  earnings.  Our  ex¬ 
perience  with  LDC  lending,  FILT  lending,  and  commer¬ 
cial  real  estate  lending  should  teach  us  to  be  cautious 
about  forcing  banks  to  go  farther  out  on  the  risk  curve. 

So  while  we  all  applaud  the  outcome  in  the  Barnett 
case,  to  my  mind  the  case  underscores  the  need  to 
elevate  the  debate  on  financial  modernization.  We 
need  to  take  a  long,  hard  look  at  the  legal  institutions 
that  govern  this  country’s  financial  services  system  — 
not  through  the  lens  of  what  will  satisfy  one  interest 
group  or  another,  not  through  the  lens  of  past  studies 
that  still  to  a  large  extent  focuses  on  our  inside-the- 
Beltway  view  of  "financial  modernization.’’ 

We  need  to  take  off  the  Washington-colored  glasses, 
focus  on  the  marketplace  realities  of  today,  see  what 
today’s  and  tomorrow’s  needs  are,  and  set  the  reform 
processes  in  motion  that  can  meet  those  needs.  Our 
20th  century  system  may  have  served  us  well,  but  the 
20th  century  is  almost  over.  We  must  move  forward. 

Evolutions  in  the  technology  of  banking  in  particular  are 
posing  significant  policy  challenges  outside  the  box  of 
what  we  have  grown  accustomed  to  labeling  financial 
modernization  issues.  While  Congress  continues  to 
debate  what  should  and  should  not  be  permissible  in 
towns  of  5,000,  technology  is  rapidly  rendering  geog¬ 
raphy  irrelevant  You  hear  that  so  much  you  might  not 
have  stopped  to  think  what  it  means.  Geography  is 
becoming  irrelevant. 
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But  the  hard  reality  is  that  while  geography  may  be 
becoming  irrelevant  from  a  business  perspective  or 
from  a  communications  perspective,  it’s  still  very  much 
a  part  of  the  legal  institutions  governing  the  provision 
of  financial  products  and  services  in  this  country. 

Indeed,  the  laws  and  regulations  governing  our  bank¬ 
ing  system  —  and  much  of  the  rest  of  our  financial 
services  system  —  are  integrally  bound  up  in  geog¬ 
raphy.  Geography  determines  much  of  what  both  na¬ 
tional  and  state  banks  can  and  cannot  do.  Geography 
drives  much  of  the  allocation  of  responsibilities  be¬ 
tween  different  regulatory  bodies,  not  only  in  banking, 
but  also  in  insurance,  securities,  and  other  financial 
services  areas.  Geography  has  a  lot  to  do  with  the 
protections  consumers  of  financial  services  enjoy. 
Geography  has  a  lot  to  say  even  about  the  very  enfor¬ 
ceability  of  the  commercial  transactions  that  constitute 
the  business  of  financial  services. 

So  on  the  one  hand,  we  have  the  commonplace  obser¬ 
vation  that  marketplace  developments  —  new  tech¬ 
nologies  already  in  place  or  coming  into  place  in  the 
near  future,  electronic  banking,  electronic  money,  the 
Internet  —  are  making  geography  irrelevant.  But  on  the 
other  hand,  the  legal  structure  that  governs  our  ac¬ 
tivities  as  regulators  and  the  activities  of  the  institutions 
we  regulate  still  has  geography  at  its  core. 

What  conclusions  should  we  draw  from  this  juxtaposi¬ 
tion?  Let  me  suggest  two.  First,  we  as  regulators  and 
policy  makers  have  a  lot  of  work  ahead  of  us  if  we  intend 
to  take  seriously  the  task  of  bringing  our  financial  sys¬ 
tem  into  step  with  these  emerging  realities  of  the 
marketplace.  And,  second,  that  task  —  far  more  than 
any  of  the  proposals  that  are  now  or  have  in  recent 
decades  been  debated  in  the  Congress  —  constitutes 
the  real  work  of  modernizing  our  financial  system. 

With  those  preliminary  observations  in  mind,  let  me  turn 
to  the  subject  of  electronic  money.  The  term  electronic 
money  is  frequently  used,  and  used  to  mean  many 
different  things.  It  covers  some  activities  that  have  been 
with  us  for  some  time  now  —  such  as  the  use  of 
personal  computers  or  telephones  to  pay  bills,  transfer 
funds,  and  obtain  account  information  —  and  others 
that  we’re  just  beginning  to  consider,  such  as  electronic 
commerce  on  the  Internet,  stored  value  cards  in  lieu  of 
cash,  and  using  technology  to  dispense  federal  and 
state  benefits.  But  within  the  scope  of  these  many 
meanings  are  a  number  of  issues  that  force  all  of  us  to 
advance  and  refine  our  thinking  about  the  business  of 
banking,  and  the  business  of  bank  regulation. 

Like  all  financial  services  institutions  today,  the  banks 
the  OCC  supervises  are  keenly  interested  and  deeply 
involved  in  the  development  of  these  new  payment 


technologies.  And  we  all  want  the  institutions  we  super¬ 
vise  to  be  on  the  cutting  edge  of  innovation  and  com¬ 
petitiveness.  But  at  the  same  time,  we  must  recognize 
that  some  of  these  new  technologies  present  issues 
and  risks  that  are  not  yet  fully  understood  —  either  by 
the  financial  services  industry  or  the  regulatory  com¬ 
munity. 

The  need  to  assess  technology’s  impact  and  share 
information  and  perspectives  lies  at  the  heart  of  the 
Treasury  Department’s  activities  on  electronic  money 
issues,  which  Secretary  Rubin  asked  me  to  coordinate 
last  August.  The  primary  purpose  of  this  effort  is  to 
serve  as  a  clearinghouse  for  information,  analysis  and 
shared  concerns.  Because  Treasury  is  a  large,  dis¬ 
parate  organization  —  with  a  lot  of  connections  to  and 
interests  in  the  electronic  money  arena  —  the  task  force 
is  currently  focusing  on  three  broad  areas:  law  enforce¬ 
ment,  government  operations,  and  financial  stability. 

First,  as  you  know,  Treasury  plays  a  major  role  in  law 
enforcement,  with  a  special  focus  on  counterfeiting, 
money  laundering,  and  tax  evasion.  As  a  result,  we  are 
naturally  concerned  about  the  possibility  that  certain 
electronic  money  technologies  could  be  used  to 
facilitate  such  crimes  or  perhaps  to  invent  new  types  of 
financial  crimes. 

Second,  Treasury  has  several  operational  interests  in 
this  area.  For  example,  Treasury  processes  huge 
volumes  of  government  payments  annually.  Any  tech¬ 
nology  that  can  provide  a  more  efficient  payment 
process  is,  therefore,  of  interest.  Also,  Treasury  current¬ 
ly  manufactures  both  bills  and  notes,  and  must  con¬ 
sider,  at  least  as  an  administrative  matter,  how  to  plan 
for  any  reductions  in  demand  for  those  products  that 
might  flow  from  the  introduction  of  electronic  money 
products  and  systems. 

Treasury’s  third  area  of  focus  is,  of  course,  in  the  area 
of  financial  stability  —  more  specifically,  the  stability  of 
financial  institutions  such  as  banks  and  savings  and 
loans. 

Technology’s  foes  have  expressed  a  great  deal  of 
anxiety  about  the  dangers  it  presents  and  the  possibility 
of  what  one  commentator  has  called  an  “economic 
Chernobyl.”  While  concerns  are  understandable,  those 
of  us  who  have  delved  into  this  area  fairly  aggressively 
over  the  past  couple  of  years  have  concluded  that  we 
are  probably  not  looking  at  an  electronic  money 
meltdown,  and  certainly  not  any  time  in  the  foreseeable 
future. 

In  fact,  when  we  step  back  and  consider  the  issue  in 
broad  perspective,  it’s  pretty  clear  why  not.  Let  me 
suggest  two  reasons.  First,  even  at  very  extraordinary 
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growth  rates,  the  use  of  electronic  money  —  and  here 
I II  use  the  term  to  include  not  only  electronic  cash,  but 
also  various  retail-level  electronic  credit  applications 
currently  in  development  —  seems  unlikely  to  achieve 
within  the  next  several  years  the  sort  of  volume  that 
would  be  required  for  catastrophic  events  to  occur. 

We’ve  all  heard  the  predictions  —  at  current  growth 
rates,  according  to  one  respected  scholar,  everybody 
in  the  world  will  be  on  the  Internet  by  the  year  2004.  A 
major  consulting  firm  recently  projected  that  in  the  U.S., 
20  percent  of  household  spending  will  take  place  on 
the  Net  by  the  year  2005. 

I  think  we  need  to  take  projections  like  these  with  a  large 
grain  of  salt.  Just  to  put  things  in  perspective,  if  we  were 
going  to  have  20  percent  of  U.S.  household  spending 
occur  on  the  Internet  by  the  year  2005,  we’d  need  to 
see  a  compound  annual  growth  rate  in  Internet  com¬ 
merce  of  over  130  percent  for  the  next  10  years. 

Maybe  that’s  not  inconceivable,  but  I  think  it’s  unlikely. 
Consider  the  growth  of  some  other  recent  technologies. 
For  example,  the  sales  of  compact  discs  between  the 
years  of  1986  and  1995  reached  a  compound  growth 
rate  of  30  percent.  Sales  of  color  televisions  increased 
at  an  annual  compound  growth  rate  of  10  percent  from 
1970  to  1985. 

Second,  even  if  tsunami-like  growth  projections  enable 
the  entire  population  to  surf  the  Net  in  the  next  century, 
the  likelihood  of  catastrophic  failure  would  remain  small 
so  long  as  consumers  can  turn  to  alternative  remote 
payment  mechanisms  —  like  the  combination  of  credit 
cards  and  toll-free  telephone  numbers  —  if  there’s  a 
systemic  shock  in  the  electronic  commerce  environ¬ 
ment.  The  costs  of  systemic  failure  in  the  world  of 
electronic  commerce  will  be  borne  largely  by  those 
whose  businesses  depend  completely  on  the  exist¬ 
ence  of  electronic  payment  technologies.  That's  an 
interesting,  cutting-edge  class  of  businesses,  to  be 
sure,  but  an  extremely  small  class  today.  Even  assum¬ 
ing  completely  implausible  rates  of  growth,  it  seems  at 
best  unclear  whether  this  class  of  businesses  will  ever 
achieve  macroeconomic  significance. 

But  while  an  economic  Chernobyl  does  not  appear  to 
be  imminent,  emerging  electronic  money  technologies 
do  raise  a  number  of  important  public  policy  questions 
that  must  be  answered  sooner  rather  than  later. 

Questions  such  as: 

•  Should  government  take  a  laissez  faire  posture 
and  get  involved  only  when  and  if  a  sufficiently 
large  problem  demands  attention,  or  should  it 
install  a  legal  and  regulatory  framework  to 


guide  the  development  of  the  private  market  for 
electronic  money  products? 

•  Who  should  be  permitted  to  issue  E-cash?  If 
nonbanks  issue  E-cash,  what  form  of  regula¬ 
tion  and  supervision  is  appropriate? 

•  Should  government  require  E-cash  transactions 
to  be  auditable  for  law  enforcement  purposes? 

•  What  about  consumer  privacy  and  protec¬ 
tions?  Should  the  emphasis  be  on  disclosures? 
Should  the  government  limit  how  issuers  and 
accepters  of  E-cash  can  use  information  about 
a  customer’s  spending  habits? 

•  How  will  Internet  banking  and  commerce  affect 
local  and  national  sovereignty? 

•  How  should  the  world’s  financial  regulators  and 
law  enforcement  agencies  allocate  responsi¬ 
bilities  for  monitoring  and  acting  to  prevent  the 
commission  of  financial  frauds  on  the  Internet? 

•  How  can  consumers  be  sure,  in  the  Internet 
environment,  that  the  financial  institution  they 
believe  they  are  dealing  with  is  legitimate,  or 
that  the  transaction  in  which  they  are  engaged 
is  enforceable? 

As  regulators,  we  have  to  push  forward,  asking  oursel¬ 
ves  not  only  what  risks  these  new  products  and  tech¬ 
nologies  pose  to  banks,  but  also  how  we  should 
respond  to  them. 

That  is  why  the  OCC  recently  established  a  Bank  Tech¬ 
nology  Committee.  I’ve  asked  this  committee  to  provide 
guidance  to  banks  on  how  electronic  money  products 
can  be  offered  in  a  safe  and  sound  manner,  and  to 
evaluate  our  examination  procedures  and  training  pro¬ 
grams  to  ensure  that  they  address  emerging  electronic 
technology. 

In  addition,  they  will  develop  disclosure  guidance  to 
help  banks  explain  consumer  liability  and  privacy  rights 
associated  with  electronic  money  products.  Our  Bank 
Technology  Committee  is  comprised  of  people  from  a 
variety  of  OCC  departments  and  divisions,  including 
district  offices,  the  multinational  banking  division, 
economic  and  policy  analysis,  consumer  and  fiduciary 
compliance,  information  resources  management  and 
the  legal  department. 

Conclusion 

Today,  it  is  clear  that  the  questions  technology  raises 
outnumber  definitive  answers,  and  the  panel  that  fol- 


56  Quarterly  Journal,  Vol  I  5,  Mo.  3,  September  1 996 


lows  will  also,  I’m  sure,  raise  many  interesting  issues  for 
us  to  think  about.  However,  it  is  incumbent  upon  us  to 
address  with  some  sense  of  urgency  the  public  policy 
issues  technology  has  created. 

I  certainly  do  not  believe  that  we  should  focus  on  these 
new  technologies  with  some  Luddite-like  desire  to  stop 
progress  —  quite  the  contrary.  At  the  same  time,  these 
new  technological  products  and  services  are  not  pure 
speculation;  they  are  real.  In  many  ways  they  are  the 


future  of  the  industry  we  are  obligated  to  supervise. 
And,  like  any  financial  products,  they  will  present  risks 
—  risks  for  the  financial  institutions  who  use  them,  for 
those  that  do  not,  and  for  nonregulated  financial  institu¬ 
tions  that  are  allowed  to  compete.  In  short,  this  is  an 
area  we  should  approach  with  great  seriousness.  I’m 
confident  we  can  and  will  address  these  issues  ap¬ 
propriately  through  debate,  discussion,  and  prudent 
action. 
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Remarks  by  Douglas  E.  Harris,  Senior  Deputy  Comptroller  for  Capital 
Markets,  before  the  End-CIsers  of  Derivatives  Association  Second  Annual 
Conference  and  Member  Meeting,  Washington,  DC,  April  10,  1996 


Thank  you  and  good  afternoon.  I  am  honored  to  have 
been  invited  to  address  you  at  your  second  annual 
meeting.  At  the  Office  of  the  Comptroller  of  the  Curren¬ 
cy  we  have  been  very  busy  over  the  last  two  and  a  half 
years  addressing  capital  markets  issues  generally  and 
derivatives  issues  in  particular.  Whether  addressing 
issues  on  the  buy  side  or  the  sell  side,  our  primary 
concern  has  been  the  safety  and  soundness  of  national 
banks.  However,  we  are  well  aware  that  our  guidance 
and  policy  in  this  area  have  been  closely  watched  and 
widely  followed  by  other  types  of  financial  institutions 
and  by  other  financial  regulators.  In  fact,  as  I  mentioned 
recently  at  the  Federal  Reserve  Bank  of  Atlanta’s  annual 
Financial  Markets  Conference,  there  has  been  surpris¬ 
ing  convergence  among  the  financial  regulators,  and 
especially  among  the  bank  regulatory  agencies  —  the 
Fed,  the  FDIC,  and  the  OCC —  in  their  approach  to 
derivatives  and  the  rules,  regulations,  policies,  ad¬ 
visories  and  guidance  that  we  issue  in  this  area. 

Though  the  derivatives  markets  certainly  went  through 
a  rough  period  for  a  couple  of  years,  the  market  has 
grown  up,  and  both  the  dealers  and  the  end-users  have 
matured.  No  reasonable  person  or  institution  could 
claim  at  this  point  that  they  are  unaware  that  some 
derivatives  transactions  are  unusually  complex  and 
that,  in  large  part,  depending  upon  that  complexity,  the 
market  and  liquidity  risks  of  a  particular  transaction  may 
be  difficult  to  measure,  monitor  and,  consequently, 
control.  In  addition,  no  dealer  could  reasonably  believe 
at  this  point  that  they  do  not  face  substantial  litigation 
and  reputation  risks  if  they  mislead  their  clients  as  to 
the  value  of  a  derivative  instrument  or  the  risks  as¬ 
sociated  with  it.  And  neither  regulators  nor  legislators 
necessarily  believe  anymore  that  derivatives  instru¬ 
ments  are  financial  products  from  hell,  an  evil  that  must 
be  exorcized  from  the  financial  system. 

Rather  we  are  all  aware  that  the  emergence  and  growth 
of  derivatives  instruments  is  a  natural  byproduct  of  an 
increasingly  technological  society  and  increasingly 
global  marketplace,  where  market  risks  and  credit  risks 
are  many  and  varied.  We  now  know,  and  many  of  us 
have  known  this  for  some  time,  that  these  products  can 
be  a  useful  weapon  in  any  organization’s  risk  manage¬ 
ment  arsenal.  We  also  know  that  these  financial 
products  have  allowed  our  banks  to  remain  competitive 
and  to  further  diversify  their  revenue  base  in  the  face  of 
increasing  competition  from  investment  banks,  in¬ 
surance  companies  and  foreign  financial  institutions  in 
their  core  business  areas 


Nevertheless,  as  with  other  financial  products,  prudent 
internal  controls  are  critical  to  the  proper  use  of  deriva¬ 
tives;  capital  requirements  are  important  to  ensure  that 
an  institution  can  withstand  product  crises;  sensible, 
consistent  and  easily  understandable  accounting  rules 
are  required  to  insure  that  responsible  individuals  within 
an  institution,  and  concerned  outside  parties,  can  un¬ 
derstand  the  true  value  (and  true  risk)  of  such  products; 
and  responsible  sales  practices  are  necessary  to  en¬ 
sure  fair  and  honest  dealings,  and  the  protection  of  less 
informed  counterparties. 

The  OCC  has  taken  several  steps  to  address  the  latter 
issue  —  sales  practices  —  and,  as  this  is  my  first  time 
speaking  before  your  group,  I  thought  it  would  be  useful 
to  detail  our  efforts. 

Banking  Circular  277  and  Qs  &  As  on  Derivatives 

In  October  1993,  we  issued  Banking  Circular  277,  “Risk 
Management  of  Financial  Derivatives.”  Section  Cl  of 
that  document  provided  guidance  to  banks  as  to  how 
they  should  manage  the  credit  risks  associated  with 
derivatives  transactions.  It  suggested  that  responsible 
bank  officers  should  understand  the  applicability  of 
financial  derivatives  to  the  risks  the  bank’s  customer  is 
attempting  to  manage,  and  that  a  dealer  bank  should 
make  an  assessment  as  to  whether  a  particular  de¬ 
rivatives  transaction  is  consistent  with  its  customer’s 
policies  and  procedures  for  engaging  in  derivatives 
transactions.  We  came  to  call  this  our  “appro¬ 
priateness”  standard.  And  we  stated  that,  if  a  dealer 
bank  makes  a  determination  that  a  particular  trans¬ 
action  is  inappropriate  for  its  customer,  it  should  bring 
that  assessment  to  the  customer’s  attention.  If  the  cus¬ 
tomer  nonetheless  insists  on  proceeding  with  the  trans¬ 
action,  we  suggested  that  the  dealer  document  its 
assessment  and  the  information  provided  to  the  cus¬ 
tomer. 

The  direct  intent  of  section  Cl  is  to  protect  the  dealer 
bank  against  customers  that  might  pose  greater  credit 
risk  (and,  therefore,  greater  litigation  and  reputation 
risks)  because  those  customers  desire  to  engage  in 
inappropriate  transactions.  However,  the  indirect  bene¬ 
fit  of  this  provision  is  that  dealer  bank  counterparties 
are  afforded  some  degree  of  customer  protection 
through  the  determination  of  appropriateness. 

The  OCC  further  clarified  and  detailed  BC-277  by  issu¬ 
ing  a  comprehensive  set  of  questions  and  answers 
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about  the  circular  in  May  1994.  In  those  Qs  &  As,  we 
stated  that  our  “guidance  recognized  that  buyers  of 
OTC  financial  derivatives  instruments  need  to  possess 
some  degree  of  sophistication,  or  have  access  to  such 
sophistication,  in  order  to  understand  those  transac¬ 
tions.  Many  end-users  of  financial  derivatives  instru¬ 
ments  are  sufficiently  sophisticated  to  understand  the 
appropriateness  of  a  particular  transaction  to  their  risk 
management  purposes.  Section  Cl  provides  an  added 
measure  of  assurance  in  this  regard  by  recognizing  the 
obligation  of  bank  dealers,  who  have  credit  and  reputa¬ 
tional  interest  at  risk,  to  assess  their  clients’  sophistica¬ 
tion  and  understanding  of  the  derivatives  transaction 
that  they  propose  to  enter  into." 

Advisory  Letter  94-2 

The  OCC  addressed  an  issue  specifically  related  to 
banks  acting  in  an  end-user  capacity  with  the  July  1 994 
issuance  of  Advisory  Letter  94-2,  “Purchases  of  Struc¬ 
tured  Notes.”  This  advisory  specifically  cautioned 
banks  about  the  potentially  high  market  and  liquidity 
risks  associated  with  certain  of  these  investment 
securities.  We  issued  this  guidance  because  we  had 
become  aware,  through  the  examination  process,  that 
many  of  our  smaller  community  banks  had  purchased 
structured  securities  without  a  complete  understanding 
of  the  sometimes  substantial  market  and  liquidity  risks. 
Rather  they  had  focused  on  the  high  credit  quality  of 
these  assets  as  a  result  of  their  issuance  by  govern¬ 
ment-sponsored  enterprises  and  other  highly  rated  in¬ 
stitutions. 

Advisory  Letter  94-2  was  the  only  instance,  to  date, 
where  the  OCC  provided  guidance  with  respect  to  a 
specific  type  of  derivative  product,  rather  than 
guidance  addressing  the  types  of  risk  that  could  arise 
from  any  financial  product.  Derivatives,  after  all,  pose 
essentially  the  same  risks  that  are  present  in  an 
institution’s  other  financial  activities.  What  is  unusual  is 
that  derivatives  may  combine  those  risks  in  different 
and  perhaps  less  intuitive  ways,  and  the  basic  mes¬ 
sage  of  BC-277  is  that  an  institution  should  already 
have  the  ability  to  identify,  measure,  monitor,  and  con¬ 
trol  the  risks  posed  by  its  activities,  no  matter  how  they 
arise. 

Sales  Practices  Review 

In  order  to  better  understand  how  banks  were  comply¬ 
ing  with  section  Cl  of  BC-277,  the  OCC  conducted  a 
review  of  sales  practices  of  the  largest  national  bank 
derivatives  dealers.  We  specifically  chose  banks  for  the 
review  that  we  had  already  determined  were  in  com¬ 
pliance  with  section  Cl.  In  June  1995,  we  released  our 
report  together  with  a  list  of  best  practices.  In  short,  we 
found  that: 


•  National  bank  derivatives  dealers  had  in  many 
ways  gone  beyond  the  requirements  of  section 
Cl; 

•  For  the  most  part,  compliance  with  section  Cl 
could  be  attributed  to  the  banks’  adherence  to 
sound  credit  principles  and  the  desire  to  deal 
in  transactions  that  make  sense  for  their  clients; 

•  Banks’  desire  to  deal  in  such  ’’common  sense" 
transactions  comes  from  their  relationship- 
oriented  approach  to  customers  that  seeks  to 
generate  repeat  business; 

•  The  vast  majority  of  the  derivative  transactions 
engaged  in  with  end-users  are  ’’plain  vanilla" 
deals  linked  to  the  financial  hedging  need  of 
the  customers;  and 

•  None  of  these  banks  had  experienced  sig¬ 
nificant  problems  related  to  customer  defaults, 
complaints  or  lawsuits  regarding  inappropriate 
transactions. 

One  of  the  things  that  we  were  most  pleased  to  find  was 
that  these  banks  were  formalizing  their  internal  policies 
regarding  disclosure  to  customers.  These  policies 
generally  established  varying  levels  of  disclosure 
based  on  the  sophistication  of  the  counterparty  and  the 
complexity  of  the  transaction.  Sophisticated  counter¬ 
parties  may  receive  only  a  confirmation.  Less  sophisti¬ 
cated  counterparties  may  receive  a  detailed  analysis 
of  price  sensitivity  over  a  broad  range  of  price  move¬ 
ments  reflecting  both  upside  potential  and  downside 
risk. 

Based  upon  what  we  learned  in  this  review,  we  are 
planning  to  update  our  examiner  guidance  and  ex¬ 
amination  procedures  in  this  area. 

Generic  Risk  Disclosure  Statements 

The  OCC  recognizes  that  the  industry  is  also  taking 
steps  to  improve  the  extent  to  which  derivatives  end- 
users  fully  understand  the  impact  derivatives  transac¬ 
tions  might  have  on  their  financial  condition.  Late  last 
year  we  had  the  opportunity  to  review  a  generic  risk 
disclosure  statement  prepared  by  a  major  derivatives 
dealer.  That  statement  served  to  identify  broad 
categories  of  risk  that  a  market  participant  should  con¬ 
sider  in  evaluating  an  over-the-counter  derivative, 
structured  note,  or  warrant  transaction.  The  statement 
also  warned  that  a  market  participant  should  not  enter 
into  any  transaction  unless  it  fully  understands  the 
specific  risks  of  the  transaction,  and  has  financial  and 
operational  resources,  or  the  transaction  is  appropriate 
in  light  of  other  relevant  circumstances. 
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While  the  disclosure  statement  did  identify  the  major 
categories  of  risk  to  be  considered  in  these  types  of 
transactions,  it  remains  simply  a  generic  disclosure. 
The  OCC  has  thus  stated  that  it  believes  that  additional 
disclosures,  including  further  discussion  of  the  risks 
associated  with  particular  transactions,  may  be  neces¬ 
sary  depending  upon  the  nature  of  the  counterparty 
and  the  type  and  complexity  of  the  particular  transac¬ 
tion. 

The  particular  risk  disclosure  statement  we  reviewed 
was  a  hybrid,  in  that  it  also  contained  a  statement  as  to 
the  legal  nature  of  the  relationship  between  the  dealer 
and  its  customer.  It  stated  that  the  customer  should  be 
aware  that  the  dealer  is  acting  solely  in  the  capacity  of 
an  arm’s  length  contractual  counterparty  and  not  in  the 
capacity  of  a  financial  adviser  or  fiduciary  unless  the 
dealer  has  so  agreed  in  writing  and  then  only  to  the 
extent  so  provided.  In  commenting  on  this  particular 
statement,  I  stated  in  a  letter  to  the  dealer  in  question 
that  this  provision  apparently  represents  the  dealer’s 
view  of  its  liability  in  any  potential  dispute  with  a  cus¬ 
tomer  by  placing  the  burden  on  its  customer  to  prove 
that  the  transaction  is  not  at  arm’s  length.  I  further  stated 
that  while  this  statement  is  useful  in  educating  cus¬ 
tomers  as  to  the  dealer’s  view  of  the  relationship,  courts, 
if  necessary,  would  likely  look  beyond  this  statement  in 
evaluating  the  nature  of  the  relationship  between  the 
parties.  Mine  were  cautionary  statements  about  the  use 
of  generic  disclosures. 

Upcoming  Bulletin  on  Fiduciary  Activities 

An  aspect  of  BC-277  that  has  not  generally  received 
much  attention  in  the  ongoing  public  discussions  about 
derivatives,  is  that  BC-277  also  applies  to  a  national 
bank  when  acting  as  agent  or  fiduciary  for  its  cus¬ 
tomers.  As  an  example  of  his  interest  in  this  area,  the 
Comptroller  met  over  a  year  ago  with  Department  of 
Labor  officials  to  discuss  derivatives.  One  of  the  fruits 
of  this  dialogue  between  the  agencies  is  a  letter  that 
the  Comptroller  recently  received  from  Olena  Berg, 
Assistant  Secretary  for  Pension  and  Welfare  Benefits, 
which  outlines  the  Department  of  Labor’s  views  with 
respect  to  the  utilization  of  derivatives  in  the  manage¬ 
ment  of  a  portfolio  of  assets  of  a  pension  plan  which 
is  subject  to  the  Employee  Retirement  Income 
Security  Act  of  1974.  This  letter  was  a  joint  project  of 
our  agencies  and  is  fully  consistent  with  the  guidance 
we  set  forth  in  BC-277.  We  consider  it  a  helpful  tool 
for  OCC  examiners  who  examine  national  bank 
fiduciary  activities.  We  plan  to  reinforce  these  issues 
in  a  forthcoming  bulletin  to  our  banks  which  will 
review  our  expectations  as  to  how  these  banks 
should  manage  the  risks  associated  with  derivatives 
and  mortgage  backed  securities  transactions  for  all 
of  their  fiduciary  accounts 


As  the  DOL  letter  was  just  finalized,  we  determined  that 
this  was  an  opportune  time  to  review  our  expectations 
concerning  risk  management  of  derivatives  and 
mortgage-backed  securities  transactions  in  a  bulletin 
specifically  targeted  at  national  bank  trust  depart¬ 
ments. 

Though  the  bulletin  is  still  being  worked  on,  it  will  for  the 
most  part  cover  ground  previously  covered  in  BC-277 
and  our  other  guidances:  we  will  warn  national  bank 
management  that  all  risks  —  including  credit,  interest 
rate,  liquidity,  price,  foreign  exchange,  transaction, 
compliance,  strategic,  and  reputation  risks  —  should 
be  addressed  as  they  relate  to  all  fiduciary  investments. 
In  particular,  we  will  remind  banks  that  careful  attention 
must  be  paid  to  fiduciary  compliance  and  legal  con¬ 
siderations  and  that  a  first  step  is  a  determination  that 
derivative  instruments  and  mortgage-backed 
securities  are  permissible  investments  for  a  specific 
fiduciary  account  according  to  governing  law  and  the 
instruments  creating  and  defining  the  fiduciary  relation¬ 
ship.  We  will  also  suggest  that  a  review  of  account 
investment  objectives,  portfolio  size,  investment 
horizon,  principal  and  income  distribution,  liquidity 
needs,  tax  consequences,  and  overall  risk  profile  are 
necessary  to  determine  the  appropriateness  of  a  par¬ 
ticular  investment  for  a  fiduciary  account. 

It  is  also  likely  that  we  will  address  a  practice  that  we 
have  become  aware  of  as  a  result  of  our  examinations 
of  bank  trust  activities  —  the  practice  of  dividing  or 
participating  a  derivative  instrument  or  mortgage- 
backed  security  between  fiduciary  accounts  and  sub¬ 
sequently  buying  and  selling  such  divided  units 
between  these  accounts.  We  will  warn  banks  that  they 
should  first  establish  that  such  a  practice  is  permissible 
under  governing  law.  In  addition,  we  will  caution  banks 
about  the  potentially  increased  market  and  liquidity  risk 
resulting  from  such  a  practice. 

GSA  Sales  Practices 

You  may  be  interested  to  know  that  the  banking  agen¬ 
cies  are  close  to  publishing  a  proposed  rule  for  the 
sales  practices  of  government  securities  pursuant  to 
amendments  made  to  the  Government  Securities  Act 
in  December  1 993.  The  SEC  has  recently  published  the 
NASD’s  proposal  in  this  area. 

In  closing,  I  would  like  to  state  that,  unlike  the  SEC  and 
the  CFTC,  the  OCC  does  not,  and  has  no  claim  to, 
regulate  any  part  of  the  derivatives  market.  However, 
we  do  supervise  banks  that  are  major  participants  in 
the  derivatives  markets,  as  dealers,  intermediaries,  and 
end-users.  Our  primary  supervisory  concern  is  that 
banks  conduct  their  activities  in  a  safe  and  sound 
manner  And  this  has  dictated  our  approach  to  super- 
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vising  banks’  derivatives  activities.  We  have  focused 
on  risk,  and  in  particular  on  the  accurate  identification 
and  measurement,  and  the  prudent  monitoring  and 
control  of  the  various  risks  associated  with  derivatives 
products  —  credit  risk,  price  risk,  foreign  exchange 
risk,  interest  rate  risk,  liquidity  risk,  transaction  risk, 
compliance  risk,  reputation  risk,  and  strategic  risk.  For 
banks  that  act  as  end-users,  this  has  meant  ensuring 


that  they  understand  these  risks  and  have  the  ability  to 
measure  and  control  them  before  engaging  in  deriva¬ 
tives  transactions.  For  those  banks  that  act  as  dealers, 
this  has  meant,  among  other  things,  insuring  that  they 
properly  manage  the  credit,  litigation,  and  reputation 
risks  by  dealing  with  their  customers  fairly  and  honestly 
and  assuming  special  obligations  for  those  who  are 
less  sophisticated  and  less  informed. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Jerome  Levy  Economics  Institute,  Bates  College,  on  financial  modernization, 
April  12,  1996 


Over  the  years,  the  Levy  Institute  has  built  a  well- 
deserved  reputation  for  thoughtful  debate  and  research 
in  economics  and  financial  issues.  Jerome  Levy  be¬ 
lieved  that  the  efficiencies  and  innovations  of  market 
economies  mean  opportunities  for  the  citizens  of  this 
country  and  the  world.  This  institute  is  a  living,  lasting 
legacy  to  that  belief.  So  I  am  honored  to  join  you  this 
afternoon  to  share  my  thoughts  about  financial  modern¬ 
ization  for  the  21  st  century. 

Three  years  ago,  Jim  Barth  and  Dan  Brumbaugh,  writing 
for  a  Levy  Institute  public  policy  brief  entitled  “Financing 
Prosperity  in  the  Next  Century,”  observed  that:  "...  the 
bank  regulatory  environment  is  inconsistent  with  the 
evolving  financial  marketplace.”  Despite  many  attempts 
to  move  forward  with  financial  modernization  in  the  inter¬ 
im,  that  assessment,  unfortunately,  remains  true  today. 

Whether  or  not  we  believe  that  the  legal  framework 
supporting  America’s  financial  services  industry 
through  the  20th  century  has  served  us  well,  this  is  a 
new  era.  And  as  the  21st  century  closes  in  on  us,  we 
can  see  more  and  more  clearly  that  developments  in 
the  marketplace  are  beginning  to  undermine  that 
framework  and  call  into  question  the  assumptions  on 
which  they  rest. 

Although  it  may  not  be  a  legislative  reality,  financial 
modernization  is  very  definitely  becoming  a  market¬ 
place  reality.  What  are  those  20th  century  assumptions 
that  market  developments  are  calling  into  question?  In 
my  mind,  three  are  especially  fundamental  and  per¬ 
haps  no  longer  relevant: 

•  First,  the  notion  that  geography  —  the  physical 
location  of  a  financial  services  provider  or  a  finan¬ 
cial  transaction  —  forms  the  appropriate  basis  for 
determining  what  rules  apply  to  the  offering  of 
financial  services,  and  who  applies  those  rules. 

•  Second,  the  notion  that  certain  legitimate  finan¬ 
cial  activities  —  specific  products  and  services 

are  in  and  of  themselves  simply  too  risky  for 
financial  institutions  to  engage  in,  and  the  idea 
that  judgment  can  be  responsibly  made  without 
regard  to  the  strength  or  sophistication  of  either 
the  institution’s  own  risk  management  systems, 
or  the  supervisory  capacities  of  its  regulator. 

•  And  third,  the  related  idea  that  —  again,  without 
regard  to  the  strength  or  sophistication  of  either 


a  financial  institution’s  own  risk  management  sys¬ 
tems,  or  the  supervisory  capacities  of  its  regula¬ 
tor  —  certain  government-mandated  organiza¬ 
tional  structures  meaningfully  address  the  risks  of 
providing  certain  financial  products  and  services. 

We  could  spend  an  interesting  afternoon  on  any  of 
these  issues,  but  today  I  want  to  focus  our  attention  on 
that  last  question. 

In  the  past  20  years,  banking  policy  has  come  a  con¬ 
siderable  distance  in  the  direction  of  greater  competi¬ 
tion.  We’ve  managed  to  come  that  distance  by  holding 
historic  safety  and  soundness  assumptions  up  to  the 
light  of  contemporary  realities.  Compared  to  their 
predecessors  of  a  generation  ago,  banks  today  have 
greater  freedom  to  achieve  geographic  and  product 
diversification  ...  diversification  that  enhances  their  risk 
management  strategies  and  competitive  positions  — 
and  also  their  strength  and  stability. 

But  in  the  area  of  bank  structure  —  the  corporate  form 
of  banking  organizations  —  the  trend  has  been  stran¬ 
gely  backwards.  As  the  ability  of  banking  organizations 
to  set  their  own  mix  of  products  and  services  has 
increased,  their  ability  to  decide  upon  the  appropriate 
corporate  structure  for  offering  that  mix  has  declined.  I 
believe  we  are  now  overdue  for  a  reexamination  of  the 
costs  and  supposed  benefits  of  government-mandated 
corporate  structures.  Because  the  progress  we’ve  real¬ 
ized  in  our  quest  to  make  banks  more  competitive  will 
be  set  back  if  we  continue  to  force  banks  into  structures 
that  serve  no  clear  public  policy  purpose. 

In  the  absence  of  government  intervention,  businesses 
organize  themselves  in  many  different  ways.  Several 
different  factors  tend  to  drive  their  decisions  regarding 
their  corporate  form  —  factors  such  as  the  diversity  and 
intensity  of  competition,  advances  in  technology,  and 
the  need  to  achieve  operating  efficiencies. 

But  relative  to  their  competitors  in  the  marketplace  — 
foreign,  domestic,  financial  and  nonfinancial  —  Ameri¬ 
ca's  banking  organizations  are  perhaps  uniquely  ham¬ 
strung  in  their  ability  to  make  ordinary  business 
judgments  about  the  corporate  structures  that  work 
best  for  them. 

Our  20th  century  legal  framework  sharply  limits  the 
ability  of  America’s  banking  organizations  to  make  in¬ 
dependent  decisions  about  their  corporate  structures 
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These  limits  are  often  justified  in  the  name  of  safety  and 
soundness.  But  the  role  they  play  in  accomplishing  this 
goal  is  questionable,  and  suggestions  that  their 
benefits  outweigh  the  costs  are  unconvincing.  Indeed, 
the  reality  is  that  some  of  these  limitations  probably 
came  into  being  precisely  as  devices  to  move  certain 
activities  out  of  the  purview  of  bank  regulators.  But 
whatever  their  source,  as  the  pace  of  competition  con¬ 
tinues  to  accelerate,  these  limitations  are  fast  becoming 
a  source  of  competitive  inequity  and  are  ultimately  quite 
likely  to  have  detrimental  effects  on  the  safety  and 
soundness  of  the  banking  industry. 

Forces  of  Change 

I  believe  three  forces  now  at  work  in  the  marketplace 
will  ultimately  require  the  government  to  place  less 
emphasis  on  mandated  corporate  structures  and 
greater  emphasis  on  effective  supervision.  These  for¬ 
ces  are  industry  consolidation,  the  evolution  of  the  bank 
charter,  and  competition  from  nondepository  busi¬ 
nesses. 

First,  industry  consolidation.  It’s  hardly  a  news  flash  to 
note  that  the  banking  industry  is  consolidating  at 
breakneck  speed.  Between  1980  and  year-end  1995, 
the  number  of  banks  in  this  country  dropped  from 
14,000  to  about  10,000.  In  the  same  period,  the  number 
of  banking  organizations  —  independent  banks  and 
bank  holding  companies  —  dropped  from  about 
12,300  to  about  8,100.  Numbers  like  these  are  cited 
routinely  every  time  another  merger  makes  the  news. 

But  beyond  the  simple  fact  that  consolidation  is  occur¬ 
ring  lie  some  very  interesting  statistics  about  how  it  is 
occurring.  These  statistics  tell  a  story  of  how  govern¬ 
ment-imposed  structure  forces  the  industry  in  one  di¬ 
rection  and  —  when  allowed  to  do  so  —  how  the  market 
moves  the  industry  toward  simpler,  more  competitive 
structures.  Consider  this.  In  1980,  there  were  only  16 
multistate,  multibank  holding  companies,  and  they  con¬ 
trolled  only  about  $80  billion  in  assets,  or  barely  4  percent 
of  industry  assets.  By  the  middle  of  1995,  however,  there 
were  approximately  250  multistate,  multibank  holding 
companies.  And  these  entities  controlled  nearly  75  per¬ 
cent  of  industry  assets.  This  growth  was  a  reflection  of  the 
fact  that  government  required  the  industry  to  adopt  a 
holding  company  structure  to  do  business  across 
geographic  barriers  and  on  a  regional  basis. 

But  consider  what  market  forces  are  doing  today.  In 
1986,  the  typical  interstate  holding  company  had  12 
bank  affiliates;  by  the  middle  of  1995,  affiliates  had 
been  reduced  by  half. 

And  when  we  compare  the  number  of  bank  affiliates  to 
the  number  of  states  in  which  each  company  operates, 


you  see  further  evidence  of  the  market’s  preference  for 
organizational  simplification.  The  mean  banks-to-state 
ratio  for  the  250  interstate  companies  in  1 995  was  a  little 
over  two  —  compared  to  five  a  decade  ago  —  and  we 
see  a  similar  trend  with  smaller,  single-state  holding 
companies. 

So,  today,  we  are  seeing  a  clear  market  trend  for  bank 
holding  companies  to  consolidate  their  operations  into 
the  minimum  number  of  charters  possible  when  they 
are  empowered  to  do  so  in  response  to  increased 
competitive  pressure. 

A  second  force  that  will  lead  government  to  place  less 
emphasis  on  mandated  corporate  structure  is  the 
recently  established  legal  framework  that  allows  the 
bank  charter  to  respond  to  new  circumstances. 

Last  year’s  VALIC  case  laid  the  foundation  for  a  more 
competitive,  more  contemporary  banking  model  when 
the  Supreme  Court  unanimously  upheld  the  OCC’s 
legal  interpretation  that  national  banks  could  sell  an¬ 
nuities.  But  the  importance  of  the  Supreme  Court’s 
decision  went  well  beyond  the  sale  of  annuities.  VALIC 
confirmed  that  national  banks  are  not  limited  to  the 
specific  powers  and  activities  spelled  out  in  the  Nation¬ 
al  Bank  Act.  And  it  directed  the  courts  to  give  “control¬ 
ling  weight  to  a  reasonable  construction  of  the  powers 
of  national  banks  by  the  Comptroller.” 

The  importance  of  VALIC  cannot  be  overstated,  par¬ 
ticularly  given  the  system  of  wild  card  statutes  —  in 
place  in  over  30  states  —  that  automatically  grant 
state-chartered  banks  the  same  authority  held  by  na¬ 
tional  banks.  Taken  together,  VALIC  and  the  state  wild 
card  statutes  establish  a  legal  framework  in  which  the 
bank  charter  can  continue  to  evolve  to  meet  the  needs 
of  the  marketplace. 

The  Supreme  Court’s  recent  unanimous  ruling  in  the 
Barnett  case  realized  the  promise  of  VALIC  by  affirming 
the  right  of  national  banks  in  towns  of  less  than  5,000 
to  sell  insurance.  The  Barnett  decision  is  yet  another 
significant  advance  toward  a  more  competitive  banking 
industry  and  more  competitive  banking  law  and  policy. 
As  a  direct  consequence  of  that  decision,  greater  num¬ 
bers  of  consumers  will  enjoy  the  benefits  of  competition 
in  the  insurance  marketplace. 

Banks  will  gain  a  greater  ability  to  engage  in  a  line  of 
business  that  is  both  profitable  and  relatively  low-risk. 
These  benefits  are  long  overdue. 

As  an  aside,  it  is  noteworthy  that  in  1996  the  ability  of 
many  banks  to  sell  insurance  depends  on  a  statute 
Congress  enacted  in  1916  —  80  years  ago.  It  speaks 
well  of  our  judicial  system  and  our  legal  traditions  that 
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a  statute  enacted  so  long  ago,  at  a  time  when  the  business 
of  banking  and  the  marketplace  for  financial  services 
were  so  different  than  they  are  today,  can  still  hold  mean¬ 
ing  for  us  today  I  might  add  that  Barnett  is  also  a  bit  of  a 
vindication  for  those  of  us  in  the  regulatory  community 
who  struggle  to  find  meaning  in  old  statutes  so  that  the 
institutions  we  supervise  can  continue  to  provide  com¬ 
petitive  products  and  services  to  their  customers. 

A  third  factor  creating  pressure  on  the  government’s 
desire  to  set  organizational  structure  is  competitive 
pressure  from  nonbank  institutions  that  do  not  face  the 
same  sorts  of  costly  organizational  constraints  as 
banks  do  today. 

With  intensifying  competition  and  the  need  to  stay 
ahead  of  the  technological  curve,  you  can  bet  that 
banks  will  continue  to  search  for  ways  to  reduce  costs. 
Certainly,  the  first  place  where  many  in  the  industry  urge 
us  in  Washington  to  begin  is  to  reduce  regulatory 
burden  and  eliminate  costly  structural  constraints.  This 
need  fueled  the  Riegle-Neal  bill’s  drive  through  Con¬ 
gress  and  its  enactment  into  law.  But  the  need  hasn’t 
gone  away.  The  numbers  I  gave  you  a  little  while  ago 
clearly  show  that  the  banking  industry  continues  to 
drive  toward  simpler  organizational  structures  when  the 
law  permits. 

It  should  surprise  nobody  if,  when  the  industry  has 
wrung  all  the  efficiencies  it  can  out  of  the  Riegle-Neal 
legislation,  the  same  need  for  increasingly  more  effi¬ 
cient  corporate  structures  forces  reconsideration  of 
other  government-imposed  mandates  on  the  corporate 
form  of  banking  organizations. 

Today,  most  of  us  view  Riegle-Neal  as  a  post  hoc 
ratification  of  the  marketplace  trend  toward  industry 
consolidation.  My  guess  is  that  we  will  someday  look 
back  on  it  as  the  first  effort  by  policy  makers  to  loosen 
some  of  the  government-imposed  limitations  on  the 
corporate  form  of  banking  organizations. 

Costs  and  Benefits  of  Structure  Constraints 

Limits  on  structure  exact  a  cost —  both  from  banks  and 
from  their  customers.  The  key  question  for  policy 
makers  is  whether  the  safety  and  soundness  benefits 
of  those  limits  are  worth  the  costs  they  exact.  In  the 
absence  of  a  clear,  affirmative  answer  to  that  question, 

I  believe  the  policy  justification  for  government  inter¬ 
vention  is  inadequate. 

A  preference  for  the  holding  company  model  rests  on 
certain  beliefs  that  need  to  be  more  fully  considered: 

•  irst,  the  belief  that  new  financial  activities  are 
nskier  than  traditional  activities.  That  may  argu¬ 


ably  be  true  of  some  new  activities,  like  some 
exotic  derivatives,  but  it  is  certainly  not  true  of 
others,  like  insurance  sales. 

•  Second,  the  belief  that  allowing  banks  to 
engage  directly  in  these  activities  increases 
their  risk  of  failure.  But  we  all  know  both  that, 
as  a  general  proposition,  a  broader  range  of 
assets  and  activities  diversifies  risk  and 
reduces  the  probability  of  failure  and  that,  in 
specific  cases,  one  cannot  measure  the  riski¬ 
ness  of  an  activity  in  isolation  from  the  systems 
in  place  to  manage  the  risks. 

•  And  third,  holding  company  proponents 
believe  that  the  cost  of  imposing  the  holding 
company  model  on  banking  organizations, 
with  all  the  restrictions  associated  with  that 
model,  is  not  particularly  consequential.  But,  in 
fact,  the  statistics  I  have  already  presented 
regarding  the  trend  toward  simplicity  in  many 
banks’  corporate  form  clearly  show  that,  left  to 
its  own  devices,  the  market  reaches  a  very 
different  conclusion. 

Long-held  beliefs  must  be  held  up  to  real  world  ex¬ 
periences.  For  example,  it’s  often  suggested  that  the 
holding  company  structure  promises  safety  and  sound¬ 
ness  by  insulating  the  institution  from  risk.  But  holding 
companies  with  troubled  affiliates  don’t  walk  away  from 
their  problems.  In  the  1970s,  for  instance,  several  large 
bank  holding  companies  bailed  out  their  failing  real 
estate  investment  trust  affiliates.  More  recently,  several 
bank  holding  companies  came  to  the  rescue  of 
troubled  affiliated  money  market  mutual  funds. 

And  there’s  a  simple  business  reason  for  that.  Corpora¬ 
tions  that  walk  away  from  the  problems  of  their  affiliates 
face  the  risk  of  diminished  public  confidence  in  their 
financial  strength  and  damage  to  their  reputations.  In  a 
business  largely  dependent  on  such  confidence, 
responsible  business  persons  will  go  to  great  lengths 
to  avoid  that  risk.  We’ve  seen  virtually  no  instances 
where  aiding  affiliates  has  put  a  bank  at  risk,  and  in 
scores  of  cases,  banks  have  benefitted  from  the  profits 
of  subsidiaries  and  affiliates. 

Banking  organizations  in  virtually  all  other  major  in¬ 
dustrialized  countries  enjoy  much  greater  latitude  than 
U.S.  banks  in  selecting  their  organizational  structures. 
In  countries  that  give  bank  management  the  power  to 
choose  between  the  bank  model  and  the  holding  com¬ 
pany  model,  one  rarely  sees  voluntary  adoption  of  a 
meaningful  holding  company  structure. 

The  overseas  activities  of  U.S.  banks  also  provide 
practical  evidence  that  should  give  us  doubts  about 
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whether  the  American  preference  for  the  holding  com¬ 
pany  model  rests  on  a  solid  footing.  Overseas,  U.S. 
banks  may  engage  in  securities  underwriting  and  other 
activities  not  permitted  domestically.  In  general,  they 
are  not  permitted  to  engage  in  these  activities  through 
their  foreign  branches  but  must  use  either  a  bank 
subsidiary,  Edge  Act  corporation,  or  a  holding  com¬ 
pany  subsidiary. 

Roughly  85  percent  of  the  assets  of  all  foreign  sub¬ 
sidiaries  controlled  by  U.S.  banking  organizations  are 
either  directly  bank-owned  or  controlled  through  Edge 
Act  subsidiaries.  To  date,  there  is  little  evidence  that  the 
bank  parents  have  been  harmed  by  these  activities. 

Indeed,  in  1994,  80  percent  of  the  large  direct  and 
indirect  subsidiaries  of  banks  were  quite  profitable,  with 
aggregate  profits  of  $4.7  billion. 

For  all  these  reasons,  pending  legislation  that  would 
deepen  and  affirm  our  commitment  to  a  bank  holding 
company  model  seems  to  fly  in  the  face  of  marketplace 
dynamics  and  public  policy  needs.  It  amounts  to  a  vote 
of  no  confidence  in  bank  management. 

Further  committing  ourselves  to  the  holding  company 
model  at  a  time  when  the  marketplace  is  moving  in  the 
other  direction  will  very  quickly  reduce  the  competitive¬ 
ness  of  U.S.  banking  organizations  and  could  ultimately 
undermine  their  safety  and  soundness. 

In  other  industries,  such  as  telecommunications,  we’re 
seeing  overdue  sea  changes  as  the  market  is  increas¬ 
ingly  shaped  —  not  by  lawyers  and  legislators  —  but 
by  the  forces  of  competition  and  innovation.  The 
regional  Baby  Bell  structure,  for  example,  arbitrarily 
created  in  the  wake  of  the  AT&T  divestiture,  no  longer 
serves  a  clear  public  policy  purpose  or  the  country’s 
homes  and  businesses  in  the  most  efficient  way  pos¬ 


sible.  The  telecommunications  industry  is  moving  away 
from  a  regulatory  regime  and  an  industry  structure  that 
made  sense  in  an  age  of  telephones  and  telegraphs, 
but  are  questionable  in  the  high-tech,  computerized 
and  highly  competitive  world  of  today. 

Similarly,  the  regulatory  regime  and  structure  of  finan¬ 
cial  institutions  should  not  be  bound  by  20th  century 
conventional  wisdom  or  legalistic  creations  of  the  past. 
In  our  zeal  to  modernize  we  must  not  lock  the  banking 
industry  into  one  way  of  thinking,  particularly  a  mind  set 
that  could  stifle  innovation  and  the  efficient  —  and  safe 

—  delivery  of  financial  products  and  services. 

The  need  for  safety  and  soundness  in  the  financial 
system  will  not  go  away  in  the  21  st  century.  Neither  will 
the  need  to  protect  consumers  and  taxpayers.  But  in 
this  day  and  age,  corporate  separateness  require¬ 
ments  are  a  highly  questionable  means  to  those  ends 

—  indeed,  such  requirements  may  actually  frustrate  our 
public  policy  objectives. 

We  have  the  ability  —  and  the  responsibility  —  to  do 
better.  Modern  risk  assessment  and  risk  management 
techniques  make  it  possible  for  supervisors  to  protect 
the  public  policy  interests  at  stake  in  the  banking  sys¬ 
tem  scrupulously  while  giving  banking  organizations  a 
great  deal  more  of  the  freedom  most  other  businesses 
already  have  —  the  freedom  to  decide  for  themselves 
which  corporate  form  best  suits  their  business  needs. 
The  marketplace  clearly  prefers  simpler  corporate 
structures  for  a  number  of  legitimate  reasons,  and 
management  deserves  the  right  to  choose.  The  policy 
rationale  for  government-mandated  complexity  in  the 
structure  of  banking  organizations  is  at  best  unclear. 
I’m  convinced  we  can  achieve  our  policy  objectives 
with  far  less  in  the  way  of  such  government-mandated 
complexity  and  cost. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
House  Committee  on  Banking  and  Financial  Services,  on  modernizing  the 
bank  regulatory  structure,  Washington,  DC,  April  30,  1996 


Statement  required  by  12  USC  250:  The  views  ex¬ 
pressed  herein  are  those  of  the  Office  of  the  Comptroller 
of  the  Currency  and  do  not  necessarily  represent  the 
views  of  the  President. 

Mr.  Chairman  and  members  of  the  committee,  I  ap¬ 
preciate  this  opportunity  to  testify  on  the  issue  of  mod¬ 
ernizing  the  bank  regulatory  structure.  In  my  testimony 
today  I  will  outline  principles  that  I  believe  should  guide 
future  reform  efforts.  I  will  also  discuss  what  the 
regulatory  agencies  have  done  to  streamline  super¬ 
vision  and  lower  its  cost  within  the  context  of  the  exist¬ 
ing  structure.  Finally,  I  will  address  the  other  important 
issues  in  your  letter  of  invitation:  consolidating  the  bank 
and  thrift  supervisory  agencies,  preserving  the  dual 
banking  system,  and  maintaining  the  independence  of 
federal  regulators. 

As  you  know,  Mr.  Chairman,  this  country  is  unique  in 
the  complexity  of  its  bank  supervisory  system,  with 
four  separate  agencies  overseeing  banks  and  thrifts. 
This  creates  some  inefficiencies  that  are  costly  to 
banks  and  the  economy.  These  inefficiencies  include 
delays  in  the  implementation  of  regulations,  redun¬ 
dancy  and  lack  of  consistency  in  supervision,  and 
excess  burden  on  the  institutions  we  supervise.  As  I 
have  said  many  times  in  the  past,  I  am  committed  to 
reducing  regulatory  burden.  As  Comptroller,  I  have 
worked  hard  to  reduce  duplication  and  increase 
coordination,  to  reduce  the  unnecessary  burdens 
banks  face.  The  Office  of  the  Comptroller  of  the 
Currency  (OCC)  and  the  other  federal  supervisory 
agencies  have  dedicated  time  and  resources  to  ad¬ 
dress  these  issues.  As  my  testimony  will  describe,  we 
have  made  progress. 

Although  I  do  not  believe  our  efforts  can  ever  achieve 
the  same  efficiencies  as  a  fully  consolidated  super¬ 
visory  mechanism,  in  light  of  the  difficulties  in  achieving 
agreement  on  such  consolidation,  I  have  come  to  be¬ 
lieve  that  our  efforts  might  be  more  fruitfully  directed 
towards  other  areas  of  more  pressing  concern  to  the 
industry  and  the  public. 

Early  in  my  term,  the  OCC  and  the  Treasury  Department 
carefully  considered  ways  to  modernize  our  regulatory 
system  We  identified  goals  that  address  the  fun¬ 
damental  problems  in  the  current  supervisory  structure. 

I  believe  these  goals  are  still  appropriate,  and  therefore 
should  guide  any  reform  effort 


Principles  for  Regulatory  Restructuring 

In  March  1994,  then  Secretary  of  the  Treasury  Lloyd 
Bentsen  presented  to  the  Congress  a  proposal  for 
restructuring  the  federal  banking  agencies.  The  frame¬ 
work  for  that  proposal  was  based  on  several  goals, 
which  we  have  since  worked  to  incorporate  into  our 
supervisory  practices: 

•  First,  the  supervision  of  comparable  activities 
should  be  consistent.  There  is  no  reason  why 
the  regulatory  response  to  a  common  problem 
should  vary  according  to  an  institution’s 
charter.  To  promote  uniform  supervision,  the 
Federal  Financial  Institutions  Examination 
Council  (FFIEC)  sponsors  common  training  on 
a  wide  range  of  topics  for  examiners  from  all 
the  regulatory  agencies. 

•  Second,  a  successful  restructuring  should  im¬ 
prove  the  overall  efficiency  and  quality  of  su¬ 
pervision  by  regulating  banking  organizations 
as  a  unit  and  eliminating  time  consuming  inter¬ 
agency  rulemakings.  Agencies  should  be  ac¬ 
countable  to  banks  and  the  public  for  costly 
delays. 

•  Third,  a  new  system  should  define  clear 
roles  and  functions  for  the  remaining  agen¬ 
cies  to  eliminate  redundancies  and  assure 
that  the  agencies  work  cooperatively.  My 
testimony  will  describe  efforts  the  agencies 
have  made  to  eliminate  redundant  ex¬ 
aminations. 

•  And  finally,  as  I  will  describe  later,  if  we  create 
a  new,  consolidated  regulator,  it  must  have 
appropriate  independence,  balanced  with  the 
responsibility  to  the  electorate  through  a  con¬ 
tinuing  executive  branch  role. 

Ultimately,  we  were  not  able  to  achieve  consensus 
around  the  principles  the  administration  espoused 
and  the  notion  of  having  a  single  regulator.  Some  in 
the  banking  industry  and  the  Congress  expressed  a 
preference  for  a  system  with  multiple  federal 
regulators,  partly  because  they  believed  that  the 
benefits  of  having  a  choice  of  federal  regulator  out¬ 
weighed  the  costs. 
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Regulatory  Changes 

Given  the  fact  that  in  the  past  50  years  none  of  the 
legislative  proposals  to  restructure  the  regulators  and 
make  supervision  more  efficient  has  passed,  I  believe 
supervisors  must  do  what  they  can  to  eliminate  duplica¬ 
tion  and  other  unnecessary  burdens  on  banks.  In  my 
more  than  three  years  as  Comptroller  of  the  Currency, 
I  have  directed  a  concerted  effort  to  streamline  our 
supervision  and  lower  its  cost.  The  OCC  has  devoted 
significant  resources  and  made  important  changes  to 
address  some  of  the  problems  you  identify  in  your  letter 
of  invitation. 

Uniform  Regulations  and  Policies.  In  response  to  the 
requirements  of  section  303  of  the  Riegle  Community 
Development  and  Regulatory  Improvement  Act  of  1994 
(CDRIA),  the  OCC  is  working  with  the  other  bank 
regulators  to  establish  uniform  regulations  and 
guidelines  implementing  common  policies.  The  agen¬ 
cies  are  going  beyond  the  statute,  and  we  now  have 
more  than  60  interagency  working  groups  analyzing 
rules  and  regulations  to  determine  whether  we  can 
achieve  or  improve  uniformity  across  the  various  agen¬ 
cies.  The  groups  are  reviewing  a  wide  variety  of  regula¬ 
tions,  including  those  pertaining  to  capital  adequacy 
and  record-keeping  and  confirmation  of  securities 
transactions. 

Elimination  of  Duplicative  Filings.  Section  304  of  the 
CDRIA  requires  that  the  regulatory  agencies  work 
together  to  eliminate  duplicative  requests  for  informa¬ 
tion  across  different  types  of  forms.  To  that  end,  an 
interagency  working  group  has  been  developing  com¬ 
mon  interagency  forms.  These  include  the  Interagency 
Notice  of  Change  in  Control,  the  Interagency  Notice  of 
Change  in  Director  or  Senior  Executive  Officer,  and  the 
Interagency  Biographical  and  Financial  Report.  When 
the  approval  process  is  complete,  bankers  will  be  able 
to  obtain  one  of  these  forms  from  any  of  the  regulatory 
agencies  and  file  it  with  the  appropriate  supervisor. 

Coordinated  and  Unified  Examinations.  Section  305  of 
the  CDRIA  requires  the  federal  banking  agencies  to 
develop  a  system  whereby  one  agency  will  take  a  lead 
role  in  managing  a  unified  exam.  The  agencies’  efforts 
in  this  area  started  even  before  enactment  of  the 
CDRIA,  however.  In  1 993,  the  federal  banking  agencies 
adopted  a  formal  statement  on  exam  coordination. 
Since  then,  district  level  managers  at  the  different  agen¬ 
cies  have  increased  their  previous  efforts  to  coordinate 
examination  schedules. 

In  addition,  members  of  senior  management  at  the 
agencies  have  met  and  discussed  how  to  implement 
the  unified  examination  process.  While  details  are  still 
being  worked  out,  the  agencies  have  come  to  a  tenta¬ 


tive  agreement  on  how  the  unified  examination  process 
will  work.  I  expect  to  discuss  the  proposal  with  my 
counterparts  at  the  other  agencies  once  we  receive 
senior  management’s  recommendations.  We  will  sub¬ 
mit  our  report  to  the  Congress,  as  required,  by  Septem¬ 
ber  23,  1996. 

In  other  efforts  to  promote  uniformity,  the  agencies 
represented  on  the  FFIEC  have  conducted  examiner 
seminars  and  conferences  across  a  spectrum  of  issues 
including  capital  markets,  emerging  issues,  interna¬ 
tional  banking,  and  payment  systems  risk.  The  FFIEC 
also  sponsors  seminars  for  financial  institutions,  to  en¬ 
courage  them  to  improve  their  risk  management  sys¬ 
tems. 

Call  Report  Changes.  In  October,  1995,  the  FFIEC 
approved  the  adoption  of  generally  accepted  account¬ 
ing  principles  (GAAP)  as  the  reporting  basis  in  the  bank 
call  report,  beginning  in  March  1997.  Since  then,  the 
Interagency  Supervision  Task  Force  has  met  several 
times  to  resolve  particular  areas  of  concern  arising  from 
conflicting  guidance  for  current  bank  regulatory  report¬ 
ing  standards  and  GAAP.  These  differences  include  the 
extent  to  which  assets  and  liabilities  may  be  netted  on 
the  balance  sheet;  the  accounting  treatment  of  assets 
sold  with  recourse;  excess  servicing  fees;  and  futures, 
forward,  and  option  contracts.  In  addition,  as  required 
by  section  307  of  the  CDRIA,  the  regulatory  agencies 
are  working  to  develop  a  common  form  for  filing  core 
information  by  banks,  thrifts,  and  holding  companies. 
In  these  efforts,  the  agencies  are  attempting  to  reduce 
the  special  reporting  required  for  supervisory  pur¬ 
poses. 

Regulation  Review  Program.  Starting  in  1993,  the  OCC 
—  for  the  first  time  in  its  130-year  history  —  began  a 
review  of  its  entire  set  of  rules  with  the  goal  of  relieving 
unnecessary  burden  and  streamlining  regulatory  re¬ 
quirements.  As  of  January  1996,  all  OCC  rules 
reviewed  under  the  program  had  either  been  proposed 
and  published  for  public  comment,  or  revised  and 
published  in  final  form.  The  process  cut  the  reporting 
burden  for  banks  and  clarified  our  rules.  For  example, 
we  revised  the  lending  limit  calculation.  By  basing 
calculations  on  quarterly  call  report  data,  we  reduced 
substantially  the  number  of  times  a  bank  has  to  calcu¬ 
late  its  lending  limit  to  only  four. 

The  OCC  also  led  the  two-year  interagency  effort  to 
revise  the  Community  Reinvestment  Act  (CRA)  rule  and 
shift  the  emphasis  from  process  and  paperwork  to  bank 
performance.  This  effort  illustrated  how  regulators  can 
work  together  to  improve  our  supervisory  system 
Through  an  open  administrative  process  —  six  public 
hearings  across  the  country,  300  witnesses  and  over 
7,000  comment  letters  —  the  agencies  achieved  a  new 
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CRA  regulation  that  is  more  effective  in  meeting  com¬ 
munity  credit  needs  and  less  burdensome  on  financial 
institutions.  The  final  CRA  regulation,  adopted  in  April 
1995,  went  into  effect  for  small  banks  in  January  of  this 
year,  and  has  been  received  positively. 

In  an  effort  to  promote  uniform  enforcement  of  con¬ 
sumer  laws,  the  FFIEC’s  Interagency  Task  Force  on 
Consumer  Compliance  sponsored  common  training  on 
the  CRA  regulation  and  the  development  of  new  ex¬ 
amination  procedures  for  bank  and  thrift  examiners.  In 
1995,  over  1,133  examiners  attended  CRA  training 
sessions  held  in  Dallas,  San  Francisco,  Atlanta, 
Chicago,  and  Boston. 

Other  Issues  Raised  by  Invitation  Letter 

Mr.  Chairman,  in  your  letter  of  invitation  you  ask  that  I 
comment  on  other  issues  that  would  arise  if  the  federal 
bank  regulatory  agencies  were  consolidated. 

Merging  Bank  Regulatory  Agencies.  Any  merger  of 
regulatory  agencies  will  raise  a  number  of  difficult 
questions.  For  example,  we  must  be  certain  the 
regulators  that  remain  will  be  financially  viable.  I  am 
concerned  that  this  may  well  not  be  the  case  if,  for 
example,  one  agency  only  had  oversight  over  smaller 
federally  chartered  institutions.  Assessment  costs  are 
an  important  factor  in  the  choice  of  charter  for  smaller 
institutions,  and  one  wonders  why  institutions  would 
elect  a  federal  charter  when  state-chartered  institutions 
receive  federal  examinations  for  free.  We  must  be  care¬ 
ful  not  to  create  an  agency  that  is  likely  to  face  a 
declining  assessment  base  and  that  could  eventually 
face  some  of  the  problems  the  Office  of  Thrift  Super¬ 
vision  (OTS)  faced  as  the  number  of  thrift  institutions 
declined. 

Further,  any  reorganization  will  undoubtedly  affect 
hundreds  of  employees,  and  we  must  treat  them  fairly. 
It  is  also  critical,  however,  that  the  surviving  agencies 
have  sufficient  flexibility  to  organize  and  staff  themsel¬ 
ves  in  a  way  that  allows  them  to  keep  their  costs  under 
control  and  down-size  in  a  way  that  does  not  produce 
insecurity  among  all  employees.  Thus,  any  proposal  to 
combine  the  agencies  must  include  a  well-thought-out 
transition  process  that  ensures  core  activities  can  con¬ 
tinue  to  be  conducted  effectively. 

Dual  Banking  System.  In  your  letter  of  invitation,  Mr. 
Chairman,  you  ask  that  I  comment  on  the  impact  of  the 
current  regulatory  structure  on  the  dual  banking  sys¬ 
tem  I  believe  that  the  dual  banking  system,  and  the 
economic  competition  that  it  fosters,  have  conveyed  a 
number  of  benefits  to  financial  services  consumers.  It 
assures  that  bank  organizers  in  each  state  have  two 
entry  options  instead  of  one  .It  provides  over  50 


laboratories  within  which  agencies  may  responsibly 
experiment  with  a  variety  of  regulatory  and  supervisory 
guidelines  and  restraints  and  with  expanding  the  ser¬ 
vice  offerings  of  banks. 

When  the  administration  presented  its  proposal,  many 
were  concerned  that  a  single  federal  supervisor  might 
be  tempted  to  issue  regulations  or  adopt  supervisory 
procedures  that  put  state-chartered  institutions  at  a 
disadvantage.  I  understand  these  concerns,  but  I  do 
not  believe  that  such  a  bias  would  emerge,  or  if  it  did, 
could  be  sustained.  If,  however,  we  believe  that  the 
proper  way  to  address  these  conflicts  of  interest  is  to 
separate  the  agency  that  oversees  federal  institutions 
from  that  which  oversees  state-chartered  institutions, 
then  any  plan  to  reorganize  the  regulatory  agencies 
should  split  supervisory  responsibilities  for  multibank 
companies  based  on  the  charter  of  the  lead  institution, 
and  not  its  size. 

Importance  of  an  Independent  Regulator.  Finally,  Mr. 
Chairman,  your  letter  asks  about  the  importance  of  an 
independent  regulator.  I  think  we  all  agree  that  it  is 
essential  to  limit  political  influence  over  important  bank 
regulatory  functions.  The  U.S.  has  had  a  long  tradition 
of  separating  political  considerations  from  chartering, 
enforcement,  and  adjudication  decisions,  and  other 
supervisory  actions  we  take;  no  one  would  want  to 
change  that  tradition. 

Over  the  past  few  years,  the  Congress  has  taken  steps 
to  give  the  OCC  as  much  independence  in  these  critical 
areas  as  the  other  federal  regulatory  agencies  have. 
The  Congress  codified  the  long-standing  practice 
precluding  members  of  the  Treasury  Department  from 
intervening  in  any  case-specific  matter,  such  as  an 
enforcement  action.  We  now  also  have  the  right  to 
testify  before  the  Congress  without  review;  we  have 
independent  litigating  authority;  and  we  have  the  right 
to  pursue  regulations  on  our  own.  Furthermore,  we  are 
independently  funded  and  in  that  regard  are  not  subject 
to  Office  of  Management  and  Budget  or  Treasury  De¬ 
partment  budgetary  controls,  and  we  have  the  authority 
to  hire  and  compensate  OCC  employees.  Therefore,  in 
all  the  areas  where  one  would  argue  that  independence 
is  necessary  to  ensure  the  integrity  of  the  regulator,  we 
are  independent. 

The  question  of  independence  in  the  context  of  agency 
restructuring,  however,  is  a  complex  matter.  It  goes  well 
beyond  concerns  about  objectivity  in  supervisory  ac¬ 
tivities.  The  proper  formulation  of  government  requires 
that  we  balance  a  number  of  considerations,  including 
defining  the  role  of  a  given  agency  and  determining 
how  can  it  be  made  accountable  to  the  president,  the 
Congress,  and  the  American  people.  Given  the  impor¬ 
tance  of  the  financial  services  industry  to  the  perfor- 
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mance  of  the  macro-economy,  it  is  critical  that  the 
president  have  some  ability  to  set  the  general  policy 
direction  for  bank  supervision. 

The  notion  that  somehow  independence  of  judgment  is 
inconsistent  with  being  part  of  the  executive  branch  is 
not  correct.  We  can  see  many  examples  within  the 
federal  government,  such  as  the  Food  and  Drug  Ad¬ 
ministration,  where  the  agency  is  able  to  carry  out 
critical  decisions  objectively  but  where  presidential  and 
congressional  oversight  are  useful  mechanisms  to  en¬ 
sure  the  agency  continues  to  be  responsive  to  public 
concerns.  Clearly,  any  proposal  to  consolidate 
regulatory  agencies  must  strike  a  balance  between  the 


need  for  involvement  in  the  executive  branch  with  the 
need  for  independent  bank  supervisors. 

Conclusions 

As  Comptroller,  I  have  worked  hard  —  both  independently 
and  with  my  counterparts  at  the  other  regulatory  agencies 
—  to  streamline  our  supervision  and  reduce  costs.  As  I 
described  in  my  testimony,  we  have  made  some 
progress.  I  will  continue  to  support  efforts  to  reduce 
regulatory  burdens  on  our  nation’s  financial  institutions. 
But,  given  the  changes  that  are  currently  reshaping  the 
banking  industry,  I  do  not  think  this  is  the  appropriate  time 
to  alter  our  regulatory  structure. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Chicago  Federal  Reserve  Conference  on  Bank  Structure  and  Competition,  on 
rethinking  bank  regulation,  Chicago,  IL,  May  2,  1996 


I'm  delighted  to  participate  in  this  panel  on  “Rethinking 
Bank  Regulation  "  This  challenge  is  something  we’ve 
devoted  considerable  attention  to  at  the  OCC  these  past 
three  years,  because  financial  modernization  has  be¬ 
come  increasingly  important  to  the  country’s  financial 
services  industry,  consumers,  and  the  national  economy. 
Forums  like  these  are  helpful  in  furthering  the  public  policy 
debate  about  the  complex  issues  raised  by  rethinking 
bank  regulation,  and  I’m  looking  forward  to  the  discussion 
this  morning.  Given  the  caliber  of  my  fellow  panelists  and 
the  divergent  views  these  issues  can  generate,  I’m  sure 
this  will  be  a  thought-provoking  discussion. 

In  the  past  20  years,  banking  policy  has  come  a  con¬ 
siderable  distance  in  the  direction  of  greater  competi¬ 
tion.  We’ve  managed  to  come  that  distance  by  holding 
historic  safety  and  soundness  assumptions  up  to  the 
light  of  contemporary  realities.  Banks  today  have  far 
greater  freedom  to  achieve  geographic  and  product 
diversification  than  their  predecessors  of  a  generation 
ago  ...  diversification  that  enhances  their  competitive 
position  and  stability. 

But  in  the  area  of  bank  structure  —  the  corporate  form 
of  banking  organizations  —  the  trend  has  been  stran¬ 
gely  backwards.  As  the  ability  of  banking  organizations 
to  set  their  own  mix  of  products  and  services  has 
increased,  their  ability  to  decide  on  the  appropriate 
corporate  structure  for  offering  that  mix  has  declined.  I 
believe  we  are  now  overdue  for  a  reexamination  of  the 
costs  and  supposed  benefits  of  government-mandated 
corporate  structures.  Because  the  progress  we’ve  real¬ 
ized  in  our  quest  to  make  banks  more  competitive  will 
be  set  back  if  we  continue  to  force  banks  into  structures 
that  serve  no  clear  public  policy  purpose. 

In  the  absence  of  government  intervention,  businesses 
organize  themselves  in  many  different  ways.  Several 
different  factors  tend  to  drive  their  decisions  regarding 
their  corporate  form  —  factors  such  as  the  diversity  and 
intensity  of  competition,  advances  in  technology,  and  the 
need  to  achieve  operating  efficiencies.  But  relative  to  their 
competitors  in  the  marketplace  —  be  they  foreign, 
domestic,  financial  or  nonfinancial  —  America's  banking 
organizations  are  perhaps  uniquely  hamstrung  in  their 
ability  to  make  ordinary  business  judgments  about  the 
corporate  structures  that  work  best  for  them. 

Forces  of  Change 

Three  forces  now  at  work  in  the  marketplace  will  ul¬ 
timately  require  the  government  to  place  less  emphasis 


on  mandated  corporate  structures  and  greater  em¬ 
phasis  on  effective  supervision.  These  forces  are  in¬ 
dustry  consolidation,  the  evolution  of  the  bank  charter, 
and  competition  from  nondepository  businesses. 

First,  industry  consolidation.  Beyond  the  simple  fact 
that  consolidation  is  occurring  lie  some  very  interesting 
statistics  about  how  it  is  occurring.  Gary  Whalen,  an 
economist  in  the  OCC’s  Bank  Research  Division,  has 
done  a  great  deal  of  research  in  this  area.  His  analysis 
tells  a  story  of  how  government-imposed  structure  for¬ 
ces  the  industry  in  one  direction  and  —  when  allowed 
to  do  so  —  how  the  market  moves  the  industry  toward 
a  simpler,  more  competitive  structure. 

Consider  this.  In  1980,  there  were  only  16  multistate, 
multibank  holding  companies.  By  the  middle  of  1995, 
however,  there  were  approximately  250  multistate,  mul¬ 
tibank  holding  companies.  This  growth  was  a  reflection 
of  the  fact  that  government  required  the  industry  to 
adopt  a  holding  company  structure  to  do  business 
across  geographic  barriers  and  on  a  regional  basis. 

But  today,  we  are  seeing  a  clear  market  trend  for  bank 
holding  companies  to  consolidate  their  operations  into 
the  minimum  number  of  charters  possible  when  they 
are  empowered  to  do  so.  In  1986,  the  typical  interstate 
holding  company  had  12  bank  affiliates.  By  the  middle 
of  1995,  that  number  had  been  reduced  by  half. 

And  when  you  compare  the  number  of  bank  affiliates 
to  the  number  of  states  in  which  each  company 
operates,  you  see  further  evidence  of  the  market’s 
preference  for  organizational  simplification.  In  1985, 
interstate  banking  companies  averaged  five  bank 
charters  in  each  state  in  which  they  operated,  with  only 
a  third  opting  to  have  just  a  single  charter.  During  the 
past  decade,  however,  banks  have  merged  sub¬ 
sidiaries  into  fewer  charters  and  developed  branch 
networks  of  these  subsidiaries.  By  1995,  the  250  multi¬ 
state,  multibank  holding  companies  operated,  on 
average,  two  banks  in  each  state  in  which  they  con¬ 
ducted  business.  And  over  half  of  these  companies 
chose  to  have  just  one  charter  for  each  state  in  which 
they  operated. 

We  see  a  similar  trend  with  smaller,  single-state  holding 
companies.  Rather  than  operating  separately 
chartered  banks,  these  institutions  are  also  reducing 
the  number  of  subsidiaries  and  replacing  them  with 
branches.  Last  year,  single-state,  multibank  holding 
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companies  averaged  2.9  bank  charters,  down  consid¬ 
erably  from  the  5.6  separate  charters  they  averaged  a 
little  over  a  decade  ago. 

A  second  force  that  will  lead  government  to  place  less 
emphasis  on  mandated  corporate  structure  is  the 
recently  established  legal  framework  that  allows  the 
bank  charter  to  respond  to  new  circumstances. 

The  importance  of  the  last  year’s  Supreme  Court 
decision  in  VALIC  went  well  beyond  the  sale  of  an¬ 
nuities.  VALIC  confirmed  that  national  banks  are  not 
limited  to  the  specific  powers  and  activities  spelled  out 
in  the  National  Bank  Act.  And  it  directed  the  courts  to 
give  “controlling  weight  to  a  reasonable  construction  of 
the  powers  of  national  banks  by  the  Comptroller."  The 
importance  of  VALIC  cannot  be  overstated,  particularly 
given  the  system  of  wild  card  statutes  —  in  place  in  over 
30  states —  that  automatically  grant  state-chartered 
banks  the  same  authority  held  by  national  banks.  Taken 
together,  VALIC  and  the  state  wild  card  statutes  estab¬ 
lish  a  legal  framework  in  which  the  bank  charter  can 
continue  to  evolve  to  meet  the  needs  of  the  market¬ 
place. 

A  third  factor  creating  limits  on  the  government’s  role  in 
setting  organizational  structure  is  competitive  pressure 
from  nonbank  institutions  that  do  not  face  the  same 
sorts  of  costly  organizational  constraints  as  banks  do 
today. 

Banks  are  continuing  to  search  for  ways  to  reduce 
costs,  particularly  in  the  face  of  intensifying  competition 
and  technological  changes.  Certainly,  the  first  place 
where  many  in  the  industry  urge  us  in  Washington  to 
begin  is  to  reduce  regulatory  burden  and  eliminate 
costly  structural  constraints.  This  need  fueled  the 
Riegle-Neal  bill’s  drive  through  Congress  and  its  enact¬ 
ment  into  law.  But  the  need  hasn’t  gone  away. 

A  preference  for  the  holding  company  model  rests  on 
certain  beliefs  that  need  to  be  more  fully  debated: 

•  First,  the  belief  that  new  financial  activities  are 
riskier  than  traditional  activities.  That  may  argu¬ 
ably  be  true  of  some  new  activities,  like  some 
exotic  derivatives,  but  it  is  certainly  not  true  of 
others,  like  insurance  sales. 

•  Second,  the  belief  that  allowing  banks  to 
engage  directly  in  these  activities  increases 
their  risk  of  failure.  But  we  all  know  that,  as  a 
general  proposition,  a  broader  range  of  assets 
and  activities  diversifies  risk  and  reduces  the 
probability  of  failure  and  that,  in  specific  cases, 
one  cannot  measure  the  riskiness  of  an  activity 


in  isolation  from  the  systems  in  place  to  man¬ 
age  the  risks. 

•  Third,  the  belief  that  the  cost  of  imposing  the 
holding  company  model  on  banking  organiza¬ 
tions,  with  all  the  restrictions  associated  with 
that  model,  is  not  particularly  consequential. 

But,  in  fact,  the  statistics  I  have  already  pre¬ 
sented  regarding  the  trend  toward  simplicity  in 
many  banks’  corporate  form  clearly  show  that, 
left  to  its  own  devices,  the  market  reaches  a 
very  different  conclusion. 

Long-held  beliefs  must  be  judged  against  real  world 
experiences.  Banking  organizations  in  virtually  all  other 
major  industrialized  countries  enjoy  much  greater 
latitude  than  U.S.  banks  in  selecting  their  organizational 
structures.  In  countries  that  give  bank  management  the 
power  to  choose  between  the  bank  model  and  the 
holding  company  model,  one  rarely  sees  voluntary 
adoption  of  a  meaningful  holding  company  structure. 

The  overseas  activities  of  U.S.  banks  also  provide 
practical  evidence  that  should  give  us  doubts  about 
whether  the  American  preference  for  the  holding  com¬ 
pany  model  rests  on  a  solid  footing.  Overseas,  U.S. 
banks  may  engage  in  securities  underwriting  and  other 
activities  not  permitted  domestically.  In  general,  they 
are  not  permitted  to  engage  in  these  activities  through 
their  foreign  branches  but  must  use  a  bank  subsidiary, 
Edge  Act  corporation,  or  a  holding  company  sub¬ 
sidiary.  Roughly  85  percent  of  the  assets  of  all  foreign 
subsidiaries  controlled  by  U.S.  banking  organizations 
are  either  directly  bank-owned  or  controlled  through 
Edge  Act  bank  subsidiaries.  To  date,  there  is  virtually 
no  evidence  that  the  bank  parents  have  been  harmed 
by  these  activities. 

Conclusion 

The  regulatory  regime  and  structure  of  financial  institu¬ 
tions  should  not  be  bound  by  20th  century  conventional 
wisdom  or  the  legalistic  creations  of  the  past.  And  in 
our  zeal  to  modernize  we  must  take  care  not  to  lock  the 
banking  industry  into  a  mindset  that  could  stifle  innova¬ 
tion  and  the  efficient  —  and  safe  —  delivery  of  financial 
products  and  services. 

We  have  the  ability,  and  the  responsibility,  to  do  better. 
Modern  risk  assessment  and  risk  management  tech¬ 
niques  make  it  possible  for  supervisors  to  protect  the 
public  policy  interests  at  stake  in  the  banking  system, 
while  at  the  same  time,  giving  banking  organizations  a 
great  deal  more  of  the  freedom  most  other  businesses 
already  have  —  the  freedom  to  decide  for  themselves 
which  corporate  form  best  suits  their  business  needs. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Conference  on  Digital  Commerce  ‘96:  Law,  Policy,  Profit,  and  Pitfalls  on  the 
Global  Information  Network,  Washington,  DC,  May  6,  1996 


The  title  of  this  morning’s  panel,  “Making  Money  — 
Literally,"  reminded  me  of  the  period  in  American  his¬ 
tory  when  banks  did  exactly  that.  Back  in  the  middle  of 
the  19th  century,  state-chartered  banks  printed  bank 
notes  that  were  backed  by  the  deposits  in  those  banks. 
This  paper  money  was  only  as  good  as  the  bank  that 
issued  it,  and,  as  you  might  imagine,  caused  significant 
economic  problems.  It  wasn’t  until  1863,  when 
Abraham  Lincoln  created  the  Office  of  the  Comptroller 
of  the  Currency  to  charter  and  supervise  national 
banks,  that  the  federal  government  began  exercising 
some  degree  of  control  over  the  national  currency. 

Today,  technology  has  made  it  possible,  once  again, 
for  banks  and  other  organizations  to  literally  create  their 
own  money  in  the  form  of  stored  value  cards.  This  and 
other  technological  innovations  are  posing  significant 
policy  challenges  that  go  well  beyond  what  we  have 
grown  accustomed  to  labeling  "financial  modern¬ 
ization.”  While  Congress  continues  to  debate  the  extent 
to  which  state  laws  apply  to  national  bank  activities, 
technology  is  rapidly  rendering  geography  irrelevant. 
You  hear  that  so  much  you  might  not  have  stopped  to 
think  what  it  means,  so  let  me  repeat  it.  Geography  is 
becoming  irrelevant. 

Unfortunately,  the  hard  reality  is  that  while  geography 
may  be  becoming  irrelevant  from  the  standpoint  of 
business  operations  and  communications,  it’s  still  very 
much  a  part  of  the  laws  and  regulations  that  govern  the 
provision  of  financial  products  and  services  in  this 
country.  Geography  determines  much  of  what  both 
national  and  state  banks  can  and  cannot  do.  Geog¬ 
raphy  drives  much  of  the  allocation  of  responsibilities 
between  different  regulatory  bodies  —  not  only  in  bank¬ 
ing,  but  also  in  insurance,  securities,  and  other  financial 
services  areas.  Geography  has  a  lot  to  do  with  the 
protections  consumers  of  financial  services  enjoy. 
Geography  has  a  lot  to  say  even  about  the  very  enfor¬ 
ceability  of  the  commercial  transactions  that  constitute 
the  business  of  financial  services. 

So  on  the  one  hand,  we  have  the  commonplace  obser¬ 
vation  that  new  technologies  are  making  geography 
irrelevant.  But  on  the  other  hand,  the  legal  structure  that 
governs  our  activities  as  regulators  and  the  activities  of 
the  institutions  we  regulate  still  has  geography  at  its 
core 

What  conclusions  should  we  draw  from  this  juxtaposi¬ 
tion7  Let  me  suggest  two  First,  we  as  regulators  and 


policy  makers  have  a  lot  of  work  ahead  of  us  if  we  are 
serious  about  bringing  our  financial  system  into  step 
with  these  emerging  realities  of  the  marketplace.  And, 
second,  that  task  —  far  more  than  any  of  the  proposals 
that  are  now  or  have  recently  been  debated  in  Con¬ 
gress  —  constitutes  the  real  work  of  modernizing  our 
financial  system. 

With  those  preliminary  observations  in  mind,  let  me  turn 
to  the  subject  of  electronic  money.  The  term  electronic 
money  is  frequently  used,  and  used  to  mean  many 
different  things.  It  covers  some  activities  that  have  been 
with  us  for  some  time  now  —  such  as  the  use  of 
personal  computers  or  telephones  to  pay  bills,  transfer 
funds,  and  obtain  account  information  —  and  others 
that  we’re  just  beginning  to  consider  —  such  as 
electronic  commerce  on  the  Internet,  stored  value 
cards  in  lieu  of  cash,  and  using  technology  to  dispense 
federal  and  state  benefits.  But  within  the  scope  of  these 
many  meanings  are  a  number  of  issues  that  force  all  of 
us  to  advance  and  refine  our  thinking  about  commerce 
and  banking  —  and  about  government  regulation  of 
banking. 

Like  all  financial  services  institutions  today,  banks  are 
keenly  interested  and  deeply  involved  in  the  develop¬ 
ment  of  these  new  payment  technologies.  And,  as  a 
bank  supervisor,  I  am  concerned  that  banks  remain 
competitive  in  meeting  their  customers’  needs  by 
taking  advantage  of  these  technological  advances.  But 
at  the  same  time,  we  must  recognize  that  some  of  these 
new  technologies  present  issues  and  risks  that  are  not 
yet  fully  understood  —  either  by  the  financial  services 
industry  or  the  regulatory  community. 

The  need  to  assess  technology’s  impact  and  share 
information  and  perspectives  lies  at  the  heart  of  the 
Treasury  Department’s  activities  on  electronic  money 
issues,  which  Secretary  Rubin  asked  me  to  coordinate 
last  August.  The  primary  purpose  of  this  effort  is  to 
serve  as  a  clearinghouse  for  information,  analysis  and 
shared  concerns.  Because  Treasury  is  a  large,  diverse 
organization  —  with  a  lot  of  connections  to  and  interests 
in  the  electronic  money  arena  —  we  are  currently 
focusing  on  three  broad  areas:  law  enforcement, 
government  operations,  and  financial  stability. 

First,  as  you  know,  Treasury  plays  a  major  role  in  law 
enforcement,  with  a  special  focus  on  counterfeiting, 
money  laundering  and  tax  evasion.  As  a  result,  we  are 
naturally  concerned  about  the  possibility  that  certain 
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electronic  money  technologies  could  be  used  to  fa¬ 
cilitate  such  crimes  or  perhaps  to  invent  new  types  of 
financial  crimes. 

Second,  Treasury  has  several  operational  interests  in 
this  area.  For  example,  Treasury  processes  huge 
volumes  of  government  payments  annually.  Any  tech¬ 
nology  that  can  provide  a  more  efficient  payment 
process  is,  therefore,  of  interest.  Also,  Treasury  current¬ 
ly  manufactures  both  bills  and  notes,  and  must  con¬ 
sider,  at  least  as  an  administrative  matter,  how  to  plan 
for  any  reductions  in  demand  for  those  products  that 
might  flow  from  the  introduction  of  electronic  money 
products  and  systems. 

Treasury’s  third  area  of  focus  is,  of  course,  in  the  area 
of  financial  stability  —  more  specifically,  the  stability  of 
financial  institutions  such  as  banks  and  savings  and 
loans. 

Technology’s  foes  have  expressed  a  great  deal  of 
anxiety  about  the  dangers  it  presents  —  and  the  pos¬ 
sibility  of  what  one  commentator  has  called  an 
“economic  Chernobyl.”  While  some  concern  is  un¬ 
derstandable,  those  of  us  who  have  delved  into  this 
area  fairly  aggressively  over  the  past  couple  of  years 
have  concluded  that  we  are  not  likely  to  see  an 
electronic  money  meltdown  any  time  in  the  foresee¬ 
able  future. 

Let  me  suggest  two  reasons  for  this  view.  First,  even  at 
very  extraordinary  growth  rates,  the  use  of  electronic 
money  seems  unlikely  to  achieve  the  sort  of  volume 
within  the  next  several  years  that  would  be  required  for 
catastrophic  events  to  occur.  I  think  that’s  true  even  if 
you  include  in  your  calculations  not  only  electronic  cash 
but  also  various  retail-level  electronic  credit  applica¬ 
tions  that  are  currently  in  development. 

With  all  due  respect  to  those  who  think  everybody  in  the 
world  will  be  on  the  Internet  by  the  year  2004,  I  think  we 
need  to  take  projections  like  these  with  a  large  grain  of 
salt.  For  example,  one  major  consulting  firm  recently 
projected  that  20  percent  of  U.S.  household  spending 
would  take  place  on  the  Internet  by  the  year  2005.  Just 
to  put  things  in  their  proper  perspective,  to  achieve  that 
level  of  spending,  Internet  commerce  would  need  to 
grow  more  than  130  percent  each  year  for  the  next  10 
years. 

Maybe  that’s  not  inconceivable,  but  I  think  it’s  unlikely. 
Consider  the  growth  of  some  other  recent  technologies. 
Between  1986  and  1995,  the  sales  of  compact  discs 
achieved  a  compound  annual  growth  rate  of  just  30 
percent.  Sales  of  color  televisions  increased  at  an 
annual  compound  growth  rate  of  10  percent  from  1970 
to  1985. 


Second,  even  if  tsunami-like  growth  projections  enable 
the  entire  population  to  surf  the  Net  in  the  next  century, 
the  likelihood  of  catastrophic  failure  would  remain  small 
so  long  as  consumers  can  turn  to  alternative  remote 
payment  mechanisms  —  like  the  combination  of  credit 
cards  and  toll-free  telephone  numbers  —  if  there’s  a 
systemic  shock  in  the  electronic  commerce  environ¬ 
ment.  The  costs  of  systemic  failure  in  the  world  of 
electronic  commerce  will  be  borne  largely  by  those 
whose  businesses  depend  completely  on  the  exist¬ 
ence  of  electronic  payment  technologies.  That’s  an 
interesting,  cutting-edge  class  of  businesses,  to  be 
sure,  but  an  extremely  small  class  today.  Even  assum¬ 
ing  completely  implausible  rates  of  growth,  it  seems  at 
best  unclear  whether  this  class  of  businesses  will  ever 
achieve  macroeconomic  significance. 

But  while  an  economic  Chernobyl  does  not  appear  to 
be  imminent,  emerging  electronic  money  technologies 
do  raise  a  number  of  important  public  policy  questions 
that  must  be  answered  sooner  rather  than  later. 

For  example: 

•  Should  government  take  a  laissez  faire  attitude 
and  get  involved  only  when  and  if  a  sufficiently 
large  problem  demands  attention?  Or  should  it 
put  in  place  a  legal  and  regulatory  framework 
to  guide  the  development  of  the  private  market 
for  electronic  money  products? 

•  Who  should  be  permitted  to  issue  E-cash?  If 
nonbanks  issue  E-cash,  what  form  of  regula¬ 
tion  and  supervision  is  appropriate? 

•  Should  government  get  involved  in  issuing  its 
own  form  of  electronic  cash? 

•  Should  government  require  E-cash  transac¬ 
tions  to  be  auditable  for  law  enforcement  pur¬ 
poses? 

•  What  about  consumer  privacy  and  protec¬ 
tions?  Should  the  emphasis  be  on  disclosures? 
Should  the  government  limit  how  issuers  and 
accepters  of  E-cash  can  use  information  about 
a  customer’s  spending  habits? 

•  How  will  Internet  banking  and  commerce  affect 
questions  of  local  and  national  sovereignty? 

•  How  should  the  world’s  financial  regulators  and 
law  enforcement  agencies  allocate  respon¬ 
sibilities  for  monitoring  and  acting  to  prevent 
the  commission  of  financial  frauds  on  the  Inter¬ 
net? 
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•  How  can  consumers  be  sure,  in  the  Internet 
environment,  that  the  financial  institution  they 
believe  they  are  dealing  with  is  legitimate,  or 
that  the  transaction  in  which  they  are  engaged 
is  enforceable? 

Conclusion 

At  this  point,  it  is  clear  that  the  questions  technology 
raises  outnumber  definitive  answers,  and  the  panel  that 
follows  will  also,  I’m  sure,  raise  many  interesting  issues 
for  us  to  think  about.  Let  me  assure  you,  however,  that 
all  of  us  in  the  Treasury  Department  and  the  bank 
regulatory  community  have  a  sense  of  urgency  as  we 
work  to  resolve  the  public  policy  issues  raised  by 
technology. 

I  certainly  do  not  believe  that  government  should  focus 
on  these  new  technologies  with  some  Luddite-like 


desire  to  stop  progress  —  quite  the  contrary.  At  the 
same  time,  these  new  technological  products  and  ser¬ 
vices  are  not  pure  speculation  —  they  are  becoming 
more  real  every  day,  although  not  with  quite  the  speed 
some  in  technology  would  like  to  believe. 

Technology  and  the  products  and  services  made  pos¬ 
sible  by  technology  will  have  significant  implications  for 
virtually  every  aspect  of  the  operations  of  our  financial 
markets.  Like  any  financial  innovation,  they  will  present 
risks  —  risks  for  the  financial  institutions  and  markets 
who  use  them,  for  those  that  do  not,  and  risks  for  the 
customers  of  these  institutions  and  participants  in  these 
markets.  It  is  incumbent  upon  those  of  us  in  government 
to  take  the  appropriate  action  to  minimize  these  risks, 
while  permitting  the  public  and  business  to  reap  the 
maximum  benefit  of  the  new  era  of  digital  commerce. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the  ABA 
Conference  on  Financing  Commerce  in  Cyberspace,  on  electronic  money 
and  banking,  Washington,  DC,  May  8,  1996 


In  August  of  last  year,  Treasury  Secretary  Rubin  asked 
me  to  coordinate  Treasury’s  activities  in  the  electronic 
money  and  electronic  commerce  areas.  In  addition  to 
being  flattered,  I  also  felt  the  Secretary’s  request  made 
sense  for  several  reasons.  The  OCC  had  already  be¬ 
come  active  in  electronic  money  issues,  due  in  large 
part  to  the  interest  shown  in  E-money  and  E-banking  by 
the  banks  we  supervise.  We  had  already  begun  to 
consider  a  variety  of  E-money-related  questions  con¬ 
cerning  bank  safety  and  soundness,  stability  of  the 
financial  system,  law  enforcement,  bank  operations, 
and  consumer  issues. 

We  also  had  a  historical  tie  to  this  issue.  After  all, 
Abraham  Lincoln  and  Treasury  Secretary  Chase 
created  the  Office  of  the  Comptroller  of  the  Currency 
1863  as  a  keystone  in  the  issuance  and  supervision  of 
the  United  States’  first  paper  currency  —  national  bank 
notes.  So,  from  a  historical  standpoint,  policy  issues 
related  to  new  forms  of  money  were  hardly  unfamiliar 
to  us. 

As  I  have  proceeded  with  this  coordination  effort,  I  have 
been  impressed  not  only  with  the  high  level  of  expertise 
and  ability  throughout  the  Treasury  Department,  but 
also  with  how  the  responsibilities  of  the  various  Treasury 
bureaus  are  closely  connected  to  most  of  the  key 
E-money  and  E-commerce  concerns.  For  example, 
FinCEN,  Secret  Service,  Bureau  of  Alcohol,  Tobacco, 
and  Firearms,  the  Internal  Revenue  Service,  and  Cus¬ 
toms  all  have  important  institutional  interests  in  financial 
crimes  issues.  The  FMS  is  the  nation’s  biggest  collector 
and  payor  of  moneys.  And  the  Treasury  Secretary, 
OCC,  and  OTS  have  concerns  about  financial  stability. 
Accordingly,  through  our  activities  to  coordinate  this 
wide  array  of  interests,  we  at  the  OCC  have  further 
refined  our  appreciation  for  and  understanding  of  e- 
money  and  the  issues  it  presents. 

Today,  I  would  like  to  share  with  you  some  insights  that 
we  have  gained  about  the  complex  of  issues  surround¬ 
ing  the  development  of  E-money  and  E-commerce. 
These  insights  were  gleaned  in  part  from  periodic 
meetings  with  officials  of  the  Treasury  Department  and 
other  agencies  of  the  government,  as  well  as  from 
discussions  with  congressional  leaders  such  as  Con¬ 
gressman  Castle  —  who,  I  might  note,  has  done  a  very 
fine  job  of  focusing  public  attention  on  these  issues  in 
a  responsible  way.  Perhaps  even  more  importantly, 
along  with  my  colleagues  at  the  OCC  and  Treasury,  I 
have  learned  a  great  deal  from  numerous  meetings  we 


have  set  up  with  a  broad  spectrum  of  private  sector 
representatives,  many  of  whom  are  in  this  room,  includ¬ 
ing  financial  institutions,  nonfinancial  institutions,  com¬ 
munications  providers,  and  consumer  groups. 

Perspective  and  Proportion 

One  set  of  lessons  that  we  have  learned  from  these 
meetings  and  discussions  I  would  put  under  the  head¬ 
ing  of  perspective  and  proportion. 

There  have  been  a  lot  of  “gee  whiz”  articles  written 
about  virtual  money  and  banking  in  cyberspace.  In  fact, 
the  term  “cyberspace”  originated  in  a  1983  science 
fiction  novel  to  describe  a  future  world  where  paper 
money  had  been  virtually  eliminated  (except  for  limited 
black  market  business)  and  all  commerce  took  place 
on  a  huge  interconnected  electronic  matrix.  Now,  only 
13  years  after  the  book  was  published,  the  Internet  is  a 
reality  and  we’re  talking  about  cards  with  stored 
electronic  value.  This  in  turn  has  occasioned  some  call 
for  immediate  government  involvement  in  the  area. 

Despite  all  the  hoopla  and  concern  about  potential  new 
electronic  banking  products,  there  are  several  reasons 
for  government  to  be  cautious. 

First,  only  a  modest  amount  of  E-money  business  is 
actually  being  conducted  as  of  this  moment.  The  fact 
is  that  today  there  is  no  meaningful  use  of  open-system 
stored  value  cards  in  this  country.  And  pilot  projects 
aside,  I  do  not  believe  we  will  see  a  robust  use  of  this 
technology  in  America  for  the  next  two  to  five  years.  The 
same  can  be  said  for  banking  over  the  Internet. 

Second,  somewhat  like  Moliere’s  bourgeois  gentil- 
homme  who  learned  he  had  been  speaking  prose  all 
his  life,  all  of  us  recognize  that  electronic  payments  are 
not  a  brand  new  invention.  At  a  wholesale  level, 
electronic  payments  have  been  going  on  for  quite  some 
time.  And  over  time,  we  have  found  ways  to  deal  with 
crime  and  with  other  safety  and  soundness  issues  in 
this  area. 

Third,  these  technologies  are  rapidly  evolving.  At  this 
point,  it  is  extremely  difficult  to  predict  what  products 
will  ultimately  emerge  or  which  products  should  be  the 
focus  of  our  attention. 

Moreover,  it  is  very  much  in  the  private  sector’s  interest 
to  solve  many,  if  not  all  of  the  problems,  that  would 
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concern  public  policy  makers.  For  example,  any  re¬ 
sponsible  issuer  of  E-cash  knows  that  he  has  to  have 
a  safe  and  reliable  product  or  the  public  will  not  use 
it  as  a  cash  replacement.  And,  indeed,  as  we  have 
seen  E-cash  products  being  introduced  in  Denmark, 
Portugal,  Belgium,  and  Finland,  that  is  exactly  what 
has  happened.  In  all  these  countries  a  considerable 
effort  has  been  successfully  expended  to  make  sure 
that  E-cash  did  not  become  a  source  of  money 
laundering  or  counterfeiting. 

Long-Term  Implications 

A  second  set  of  lessons  that  we  have  learned  is  that, 
while  the  short-term  effects  of  E-money  may  be  some¬ 
what  overblown,  the  long-term  implications  of  this 
phenomenon  are  often  underappreciated.  If  I  asked 
virtually  anyone  in  this  room  whether  we  will  see  con¬ 
siderable  changes  in  our  economy  as  a  result  of 
electronic  money  and  banking,  I  am  sure  we  would  all 
answer  with  an  emphatic  yes.  There  is  clearly  a  freight 
train  coming  down  the  tracks,  and  we  can  see  its 
headlight  and  hear  it  chugging  in  the  distance.  Just 
because  it  hasn't  arrived  yet  doesn’t  mean  we  shouldn’t 
start  getting  ready. 

Hence,  while  I  do  believe  we  should  not  overreact  in 
the  short  term,  I  also  believe  that  the  long-term  implica¬ 
tions  of  these  new  technologies  are  extremely  impor¬ 
tant,  and  that  it  is  essential  to  identify  those  implications 
and  prepare  to  deal  with  them. 

Let  me  suggest  what  a  few  of  these  long-term  implica¬ 
tions  are. 

First,  E-money  and  E-banking  are  fast  making  geog¬ 
raphy  irrelevant.  You  hear  that  so  much  you  might  not 
have  stopped  to  think  what  it  means,  so  let  me  repeat 
it  Geography  is  becoming  irrelevant.  Unfortunately, 
while  geography  may  be  becoming  irrelevant  from  the 
standpoint  of  business  operations  and  communica¬ 
tions,  it’s  still  very  much  a  part  of  the  laws  and  regula¬ 
tions  that  govern  the  provision  of  financial  products  and 
services  in  this  country. 

Indeed,  the  laws  and  regulations  governing  our  bank¬ 
ing  system  —  and  much  of  the  rest  of  our  financial 
services  system  —  are  integrally  tied  to  geography. 
Geography  determines  much  of  what  both  national 
and  state  banks  can  and  cannot  do.  Geography 
drives  much  of  the  allocation  of  responsibilities  be¬ 
tween  different  regulatory  bodies  —  not  only  in  bank¬ 
ing  but  also  in  insurance,  securities,  and  other 
financial  services  areas  Geography  has  a  lot  to  do 
with  the  protections  consumers  of  financial  services 
enjoy  Geography  has  a  lot  to  say  even  about  the  very 


enforceability  of  the  commercial  transactions  that  con¬ 
stitute  the  business  of  financial  services. 

So  on  the  one  hand,  we  have  the  commonplace  obser¬ 
vation  that  new  technologies  are  making  geography 
irrelevant.  But  on  the  other  hand,  the  legal  structure  that 
governs  our  activities  as  regulators  and  the  activities  of 
the  institutions  we  regulate  still  has  geography  at  its 
core. 

What  conclusions  should  we  draw  from  this  juxtaposi¬ 
tion?  Let  me  suggest  several.  First,  we  as  regulators 
and  policy  makers  have  a  lot  of  work  ahead  of  us  if  we 
are  serious  about  bringing  our  financial  system  into 
step  with  these  emerging  realities  of  the  marketplace. 
This  task  —  far  more  than  any  of  the  proposals  that  are 
now  or  have  recently  been  debated  in  Congress  — 
constitutes  the  real  work  of  modernizing  our  financial 
system. 

In  addition,  this  task  is  international  in  scope.  These 
technologies  break  down  not  only  state  barriers,  but 
national  barriers  as  well.  To  bring  order  out  of  the  world 
that  will  be  created  by  these  new  technologies,  interna¬ 
tional  cooperation  will  be  necessary. 

A  second  long-term  implication  that  will  flow  from  E- 
money  is  that  payments  and  banking  as  we  know  it  will 
in  fact  be  fundamentally  changed. 

With  each  successive  generation  of  computer  hard¬ 
ware  and  software,  E-money  and  E-commerce  are  be¬ 
coming  more  user  friendly.  It  is  also  almost  a  truism  that 
as  younger  generations  enter  the  banking  system,  they 
will  become  increasingly  attuned  to  relying  on  technol¬ 
ogy  to  conduct  their  personal  and  business  affairs. 
Moreover,  as  computing  speeds  increase  and  costs 
decrease,  paper-based,  physical  delivery  systems  of  finan¬ 
cial  products  will  become  increasingly  less  attractive. 

Accordingly,  what  is  viewed  as  something  of  a  curiosity 
today  —  banking  on  the  Internet  —  could  well  become 
commonplace  in  the  future,  as  will  the  use  of  smart 
cards  in  place  of  much  of  paper  currency  and  coins. 

No,  branch  banking  will  not  end  tomorrow  and  some 
branches  may  exist  for  generations.  However,  for  the 
most  part,  and  most  probably  within  our  lifetimes,  we 
will  be  looking  at  a  banking  and  payments  system  that 
will  allow  us  to  conduct  most  financial  transactions 
electronically  —  paying  for  consumption  and  making 
investments.  Some  entity  will  help  us  with  these  inter¬ 
mediation  functions.  It  might  well  be  a  sophisticated 
bank,  or  a  small  local  bank,  or  perhaps  even  a  software 
company.  The  winner  will  depend  upon  who  is  the  safe, 
efficient,  sophisticated  provider. 
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Similarly,  in  terms  of  the  financial  and  financially 
related  products  we  want  —  credit,  insurance,  ac¬ 
cess  to  markets,  advice,  money  management  etc.  — 
banks  may  well  be  the  providers  of  choice.  However, 
whether  they  are  will  depend  upon  the  degree  to 
which  they  are  able  to  compete  with  other  providers. 
No  matter  what,  consumers  should  benefit  from  that 
competition. 

A  third  implication  of  increased  reliance  on  e-cash  and 
E-banking  is  that  it  could  bring  about  fundamental 
changes  in  our  lives  that  go  well  beyond  the  immediate 
changes  in  banking  and  commerce.  Consider  the  ad¬ 
vent  of  the  automobile  —  hailed  by  virtually  everyone 
as  a  marked  advance  over  the  horse  drawn  carriage. 
But  the  changes  wrought  by  the  automobile  in  terms  of 
where  and  how  we  live  and  work  have  been  more 
profound  than  a  mere  change  in  modes  of  transporta¬ 
tion.  I  suspect  the  same  may  well  be  true  of  electronic 
banking  and  commerce. 

Questions  for  Policymakers 

Now  where  does  this  leave  policy  makers?  On  the  one 
hand  I  am  suggesting  that  the  long-term  implications  of 
the  E-money  and  E-payments  phenomena  are  very 
far-reaching  indeed.  On  the  other  hand  I  have  noted 
that  in  the  short  term,  change  is  coming  more  slowly 
than  the  current  hype  would  lead  us  to  believe. 
Moreover,  we  are  not  sure  exactly  what  kinds  of  E- 
money  and  E-payments  systems  will  actually  emerge 
—  nor  are  we  sure  the  degree  to  which  the  technologies 
themselves  or  the  parties  that  exploit  the  technologies 
will  find  a  way  to  resolve  the  potential  issues  arising 
from  the  use  of  the  technologies. 

In  this  current  state  of  uncertainty  and  opportunity 
where  the  outlines  of  real  products  are  just  beginning 
to  emerge,  I  strongly  believe  it  is  essential  for  any 
responsible  policymaker  to  expend  a  great  deal  of 
effort  understanding  well  the  emerging  technologies, 
potential  new  products  and  issues  they  present.  I  also 
believe  it  is  incumbent  on  any  responsible  policymaker 
to  exercise  discipline  in  not  rushing  to  make  new  rules 
until  there  is  a  genuine  need  to  do  so. 

E-money  and  E-payments  will  be  an  area  of  evolving 
technology  that  holds  very  great  promise  —  not  just  for 
those  who  take  advantage  of  the  new  technologies  — 
but  also  for  those  who  will  be  employed  by  what  could 
well  be  an  extremely  important  new  area  of  industry  and 
commerce  for  this  country.  Inappropriate  and  exces¬ 
sive  regulation ‘can  badly  damage  the  promise  that 
these  new  technologies  hold. 

Having  said  that,  a  disciplined  approach  to  regulation 
and  supervision  must  not  become  code  word  for 


regulatory  laxity.  It  is  quite  likely  that  as  the  precise 
forms  of  these  new  products  and  services  emerge,  new 
laws  and  regulations  will  be  needed.  Accordingly,  it  is 
essential  that  government  continue  to  be  aggressively 
on  top  of  new  developments  so  that,  when  it  becomes 
necessary  to  act,  it  can  do  so  with  a  scalpel  and  not  a 
meat  ax. 

Staying  on  top  of  the  issues  that  the  new  technologies 
present  is  no  mean  feat.  There  are  plenty  of  serious 
issues.  Let  me  share  with  you  a  number  of  the  issues 
that  we  have  been  considering  in  our  Treasury  coor¬ 
dination  efforts.  I  tend  to  group  these  in  terms  of  near-, 
medium-  and  longer-term  issues. 

Near-Term  Issues 

Potential  criminal  activity.  We  are  considering  the  de¬ 
gree  to  which  new  payments  systems  give  rise  to 
financial  crimes  such  as  counterfeiting,  money  launder¬ 
ing,  theft,  fraud  (including  tax  evasion),  and  others.  We 
are  focusing  particularly  on  the  potential  severity  of  any 
E-money-related  criminal  activity  and  steps  that  could 
be  taken  to  contain  this  activity. 

Consumer  issues.  Do  these  technologies  present  the 
consumer  with  any  meaningful  risks?  If  so,  what  are 
they  and  how  significant  are  they?  What  disclosure  if 
any  is  necessary  to  ensure  that  consumers  are  aware 
of  these  risks? 

Safety  and  soundness  issues.  What  risks  does  issuing 
E-money  and/or  engaging  in  financial  activity  on  the 
Internet  present?  How  significant  are  these  risks?  And, 
how  can  they  be  best  dealt  with?  If  we  need  to  regulate 
banks  in  terms  of  safe  and  sound  participation  in  E-pay¬ 
ments  issues,  do  we  need  to  regulate  nonbank  players 
as  well? 

Medium  and  Longer-Term  Issues 

Access  to  credit  and  services.  To  what  degree  will  the 
new  technologies  increase  or  decrease  access  to 
credit  and  other  financial  services  for  low-  and 
moderate-income  Americans? 

Geography-based  issues.  A  successful  E-money 
system  will  require  a  greater  degree  of  certainty  than 
we  have  today  as  to  who  is  liable  where,  and  under 
what  law.  And,  we  are  going  to  have  to  resolve  these 
questions  not  just  domestically  but  internationally. 

Payments  system  issues.  To  what  degree  will  a  robust 
E-money  system  present  risks  to  our  payments  system9 
What  implications  are  there  if  any  for  systemic  risk? 
What  implications  are  there  for  measurement  or  in¬ 
fluence  over  the  money  supply? 
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Seignorage  issues.  Are  there  any  material  seignorage 
issues  with  respect  to  this  technology,  particularly  given 
the  amount  of  U.S.  currency  in  circulation  abroad? 

Conclusion 

Whether  near  term  or  longer  term,  it  should  be  em¬ 
phasized  that  these  are  all  very  real  and  important 
issues  that  have  to  be  considered  with  very  great  care 
as  the  e-money  phenomenon  continues  to  develop  — 
and  it  will  develop.  At  the  same  time,  as  I  noted  earlier 
we  must  use  genuine  discipline  to  make  sure  that  we 


understand  this  area  well,  that  we  do  not  act  until  we 
are  sure  we  are  dealing  with  genuine  problems,  and 
that  when  we  do  act,  we  make  sure  we  are  doing  so  in 
the  most  effective  and  efficient  way  possible. 

If  we  as  policy  makers  do  exercise  care  and  discipline, 
the  growth  of  E-money  and  E-payments  can  proceed 
in  a  way  that  is  fair,  safe,  and  dynamic.  Moreover,  it  is 
an  area  where  participating  in  the  dynamic  change  and 
growth,  as  opposed  to  unnecessarily  impeding  it,  will 
yield  very  great  benefits  for  consumers,  business,  and 
our  national  economy. 
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Remarks  by  Konrad  S.  Alt,  Senior  Deputy  Comptroller  for  Economic 
Analysis  and  Public  Affairs,  before  the  Oklahoma  Bankers  Conference  of 
Government  Guaranteed  Lenders,  on  the  OCC’s  mission  and 
government-guaranteed  loans,  Oklahoma  City,  OK,  June  4,  1996 


It’s  been  a  long  time  since  I  was  in  Oklahoma,  and  I’m 
pleased  to  be  back.  Oklahoma  is  where  I  began  my 
career  in  financial  institutions  policy.  Back  then  I  was  a 
lawyer  in  private  practice,  representing  the  FSLIC.  And 
I  was  more  or  less  airlifted  into  Oklahoma  to  help  with 
some  thrift  failures.  Those  were  hard  times,  but  I  met  a 
lot  of  good  people  down  here  helping  to  work  through 
that  mess.  They  taught  me  a  lot,  and  I’m  still  grateful  to 
them. 

You’re  here  today  to  talk  about  government-guaranteed 
loans.  I’m  going  to  talk  a  little  bit  about  that  subject,  but 
mostly  what  I’m  going  to  try  to  do  is  give  you  an 
overview  of  some  of  the  things  we’re  working  on  at  the 
OCC  that  might  interest  you. 

My  boss,  Gene  Ludwig,  the  Comptroller  of  the  Curren¬ 
cy,  sees  the  OCC’s  mission  as  having  four  parts: 

•  We  want  to  maintain  a  safe  and  sound  national 
banking  system. 

•  We  want  to  keep  the  national  banking  system 
robust,  by  making  sure  that  the  national  charter 
evolves  in  ways  that  allow  national  banks  to 
provide  the  products  and  services  their  cus¬ 
tomers  want. 

•  We  want  to  keep  regulatory  burdens  on  the 
national  banking  system  to  the  minimum 
necessary  level.  A  key  ingredient  in  this  regard 
is  keeping  our  own  operations  efficient  and 
up-to-date. 

•  And  we  want  to  promote  fair  access  to  sound 
credit  for  the  broadest  possible  cross-section 
of  the  American  population  and  its  business 
community. 

I’d  like  to  talk  a  bit  about  each  of  these  areas  in  turn, 
and  I’ll  say  a  few  words  on  the  subject  of  government- 
guaranteed  lending  in  connection  with  that  last  point. 

Safety  and  Soundness 

In  recent  years,  as  a  result  of  technological  change,  the 
increasing  globalization  of  finance,  increased  cus¬ 
tomer  wants  and  needs  and  heightened  competition, 
the  pace  and  number  of  changes  in  banking  have 
accelerated.  These  changes  have  not  altered  the  fun¬ 


damental  business  of  banking.  But  they  are  making  risk 
management  more  complicated. 

Today,  the  need  for  banks  and  their  regulators  to  pay 
attention  to  the  quantity  of  banking  risk,  the  quality  of 
banks’  risk  management,  and  the  interconnectivity  of 
risks  is  greater  than  ever.  In  response  to  these  changes, 
the  OCC  under  Comptroller  Ludwig  has  undertaken  to 
reform  its  entire  approach  to  supervision.  Our  super¬ 
vision  by  risk  program  represents  the  fruit  of  that  effort. 

We  began  our  implementation  of  supervision  by  risk  by 
issuing  new  examination  procedures  in  1994  for  com¬ 
munity  banks  that  share  a  common  traditional  risk 
profile.  Then,  in  December  of  last  year,  we  formalized 
risk-based  supervision  for  large  banks  —  those  with 
assets  of  over  $1  billion.  This  year,  all  examinations  of 
large  institutions  will  incorporate  the  concepts  of  super¬ 
vision  by  risk. 

In  the  past,  OCC  safety  and  soundness  examinations 
focused  on  the  performance  of  individual  product  lines 
or  bank  activities.  Linder  supervision  by  risk,  examiners 
still  look  at  individual  activities  and  products,  such  as 
a  bank’s  investment  and  commercial  loan  portfolios. 
But  our  focus  has  shifted  to  an  assessment  of  risk 
management  within  each  product  line  and  an  effort  to 
develop  a  consolidated  risk  profile  across  product  lines 
for  the  entire  bank. 

If  we  find  that  a  bank  is  not  properly  managing  risk,  we 
work  with  bank  management  to  ensure  that  the  bank 
takes  corrective  action.  In  addition,  examiners  measure 
a  bank’s  capital  adequacy  based  on  its  overall  risk 
profile. 

Drought  Advisory.  We  want  our  approach  to  safety  and 
soundness  to  be  rigorous,  but  flexible.  Within  respon¬ 
sible  limits,  we  are  prepared  to  show  supervisory 
flexibility  in  response  to  exigent  circumstances.  For 
example,  just  last  Friday,  the  OCC  issued  an  advisory 
to  bankers  and  examiners  regarding  the  drought  in 
parts  of  Oklahoma  and  the  Southwest.  The  issuance  is 
intended  to  encourage  bankers  to  work  with  borrowers 
in  communities  affected  by  drought  conditions.  We 
recognize  that  the  effects  of  drought  conditions  on  local 
individuals  and  businesses,  including  grain  and  cattle, 
are  often  temporary,  and  that  examiners  should  not 
criticize  prudent  efforts  to  adjust  or  alter  terms  on 
existing  loans  in  areas  affected  by  the  drought. 
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Mew  Competitive  Opportunities 

Let  me  turn  now  to  the  second  element  of  our  mission 
keeping  the  national  charter  modern  through  the 
opening  up  of  new  competitive  opportunities  for  nation¬ 
al  banks.  And  let  me  say  by  way  of  explanation  that  we 
believe  our  efforts  in  this  area  also  benefit  state  banks 
both  because  many  states  have  wild  card  statutes 
authorizing  state  banks  to  engage  in  whatever  activities 
are  permissible  for  national  banks,  and  because  we 
often  see  that  evolutions  in  the  national  charter  provide 
an  impetus  for  state  legislatures  and  state  supervisors 
to  modernize  their  state  charters. 

We  have  worked  hard  to  modernize  the  charter  under 
Gene  Ludwig,  and  I  believe  we  have  a  lot  to  show  for 
our  efforts.  If  you  picked  up  this  morning’s  New  York 
Times ,  you  may  have  read  about  our  latest  OCC  victory 
in  the  Supreme  Court.  During  Comptroller  Ludwig’s 
tenure,  we  have  gone  to  the  Supreme  Court  four  times 
fighting  for  broader  authorities  for  national  banks.  We 
have  won  all  four  times.  And  all  four  verdicts  have  been 
unanimous  9-0  decisions.  We’re  enormously  proud  of 
that  record. 

From  outside  the  beltway,  it  may  be  hard  to  understand 
why  modernizing  the  bank  charter  is  so  difficult.  The 
reason  is  that  every  new  competitive  opportunity  for 
banks  is  a  competitive  challenge  for  somebody  else. 
That  doesn’t  bother  us.  We  think  more  competition  is  a 
good  thing.  But  that  attitude  doesn’t  always  win  us  a  lot 
of  friends,  and  it  does  require  us  to  fight  a  constant 
defensive  battle  against  those  who  would  like  to  see  the 
banking  industry  be  a  bit  less  competitive. 

Right  now,  our  biggest  defensive  battle  is  in  the  Con¬ 
gress.  As  many  of  you  know,  the  House  of  Repre¬ 
sentatives  is  considering  legislation  that  would  impose 
a  moratorium  on  the  OCC’s  ability  to  recognize  new 
insurance  authorities  for  national  banks.  That  legisla¬ 
tion  would  also  force  new  activities  in  both  the  in¬ 
surance  and  securities  areas,  and  some  existing 
securities  activities,  out  of  banks  themselves  and  into 
bank  affiliates  and  subject  them  to  new  layers  of 
regulatory  oversight  from  both  the  federal  and  state 
governments. 

We  think  this  legislation  is  bad  news  for  the  banking 
industry  generally,  for  national  banks  particularly,  and 
especially  for  community  banks.  We  see  absolutely  no 
justification  for  further  restricting  the  powers  of  national 
banks  or  the  interpretive  authority  the  Comptroller  has 
used  to  advance  the  national  bank  charter  for  over  130 
years 

I  personally  direct  our  efforts  in  this  area  and  I  want  to 
tell  you  it  has  been  a  gruelling  ftght  It's  not  over  yet, 


and  I  can’t  say  for  sure  what  the  outcome  will  be.  But  I 
do  want  to  say  on  both  a  personal  and  a  professional 
basis,  how  appreciative  we  are  to  be  working  side-by- 
side  in  this  effort  with  the  Oklahoma  Bankers  Associa¬ 
tion  and  its  president,  Roger  Beverage. 

Lest  I  end  my  discussion  of  new  competitive  oppor¬ 
tunities  on  an  unhappy  note,  let  me  also  say  a  word 
about  some  of  our  work  in  the  area  of  new  banking 
technologies.  As  many  of  you  probably  know,  the 
Secretary  of  the  Treasury,  Bob  Rubin,  asked  Comp¬ 
troller  Ludwig  about  a  year  ago  to  assume  a  coordinat¬ 
ing  role  in  the  development  of  Treasury  Department 
policy  with  regard  to  emerging  electronic  money  and 
payment  technologies.  So  we  have  spent  a  lot  of  the 
last  year  learning  about  these  technologies  and  the 
opportunities  and  challenges  they  present  for  banks 
and  bank  regulators. 

One  year  into  this  project,  we  are  pretty  excited  about 
both  the  opportunities  and  the  challenges.  We  see,  for 
example,  in  the  Internet  the  possibility  that  small  com¬ 
munity  banks  can,  at  fairly  modest  cost,  obtain  a  new 
distribution  channel  that  will  enable  them  to  reach  a 
much  larger  array  of  potential  customers  than  they  can 
reach  today.  One  of  the  most  exciting  financial  services 
firms  in  America  today  is  a  small  savings  association  in 
Pineville,  Kentucky,  which  is  building  its  business 
strategy  around  the  Internet.  Currently,  significant  tech¬ 
nological  barriers  still  inhibit  the  development  of  Inter¬ 
net  commerce.  But  those  barriers  seem  to  be  coming 
down  rapidly. 

As  I  touch  on  the  subject  of  Internet,  I  should  also  put 
in  a  plug  for  the  Oklahoma  Bankers  Web  site.  The 
Oklahoma  Bankers  have  been  at  the  very  forefront  of 
the  banking  industry  in  the  development  of  Web-based 
information  services.  The  OCC  itself  now  has  a  Web  site 
that  we  think  is  pretty  good  —  indeed  it  recently  won  an 
award.  But  I  have  to  confess  that  we  took  some  of  our 
inspiration  from  a  demonstration  of  the  Oklahoma 
Bankers  Association  Web  site  that  Roger  and  some 
others  from  the  OBA  provided  to  us  in  Washington  over 
a  year  ago. 

Reducing  Regulatory  Burden 

Let  me  turn  now  to  our  efforts  under  the  heading  of 
reducing  regulatory  burden.  And  here,  too,  there  are  a 
lot  of  things  I  could  talk  about  —  our  regulatory  review 
program,  under  which  we  are  overhauling  the  entire 
body  of  OCC  regulations  —  or  the  efforts  of  our  Or¬ 
ganization  Review  Team,  which  has  produced  a  large 
number  of  internal  reforms  intended  to  improve  the 
efficiency  and  the  quality  of  our  operations.  But  today 
I'd  like  to  focus  briefly  on  a  few  of  our  efforts  to  make  it 
easier  to  lend  to  small  businesses. 
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Over  the  past  three  years,  the  OCC  has  focused  par¬ 
ticular  attention  on  the  importance  of  small  business 
lending.  We  have  reduced  the  supervisory  burden  on 
small  community  banks  through  our  noncomplex  bank 
procedures.  We  also  have  modified  our  regulations  to 
enable  more  lending  to  small  businesses  and  to  en¬ 
courage  safe  and  sound  lending  to  communities  that 
have  historically  been  neglected.  For  example: 

•  We  revised  our  CRA  regulations  to  put  greater 
focus  on  the  importance  of  small  business 
lending  by  including  small  business  finance  as 
a  community  development  activity  for  which 
banks  receive  favorable  CRA  treatment.  In  the 
course  of  this  effort,  we  put  special  emphasis 
on  the  need  to  streamline  CRA  examinations 
and  CRA  documentation  requirements  for 
community  banks.  The  response  from  com¬ 
munity  bankers  to  our  new  approach  to  CRA 
has  been  overwhelmingly  positive. 

•  We  have  also  revised  the  rules  governing  na¬ 
tional  banks’  authority  to  invest  in  community 
development  corporations  and  community 
development  projects.  Our  revised  rule  imple¬ 
ments  the  statutory  authority  of  national  banks 
to  make  investments  (including  equity  invest¬ 
ments)  in  CDCs  and  CD  projects  designed 
primarily  to  promote  the  public  welfare  (such 
as  providing  housing,  services,  or  jobs). 

•  And  in  the  very  near  future,  we  will  release  the 
final  capital  rule  on  bank  holdings  of  securities 
backed  by  small  business  loans.  Section  208 
of  the  Riegle  Community  Development  and 
Regulatory  Improvement  Act  of  1994  allowed 
lower  capital  requirements  on  bank  sales  (with 
recourse)  of  small  business  loans  or  leases  of 
personal  property.  Under  previous  rules,  a 
bank  selling  its  small  business  loans  would 
have  had  to  hold  capital  against  the  principal 
value  of  the  loans  sold.  Under  section  208,  a 
qualifying  bank  may  hold  capital  against  the 
face  amount  of  the  recourse  obligation  only, 
rather  than  the  whole  amount  of  the  asset  trans¬ 
ferred  with  recourse.  These  provisions  provide 
qualifying  institutions  considerable  capital 
relief  on  such  transactions,  and  thus  are  in¬ 
tended  to  facilitate  such  transfers. 

Access  to  Credit 

The  efforts  I’ve' just  mentioned  under  the  heading  of 
reducing  regulatory  burden  connect  closely  to  some  of 
what  we’ve  been  doing  to  improve  the  availability  of 
sound  credit.  Here,  too,  the  OCC  has  been  engaged  in 
a  number  of  different  initiatives  under  Comptroller  Lud¬ 


wig.  Rather  than  go  through  all  of  them,  I’m  going  to 
focus  —  finally  —  on  the  subject  of  today’s  conference: 
government-guaranteed  lending. 

Credit  guarantee  programs  are  set  up  for  the  purpose 
of  promoting  lending  to  business  or  individuals  that 
might  not  otherwise  have  sufficient  access  to  credit. 
The  existence  of  a  credit  guarantee  program  signals  a 
congressional  determination  that  it  is  in  the  public 
interest  for  private  lenders  to  provide  more  credit  to  a 
given  class  of  borrowers  than  those  private  lenders 
would  make  available  on  their  own. 

For  example,  there  are  always  going  to  be  prospective 
small  business  borrowers  that  can’t  get  traditional 
credit  primarily  because  they  lack  a  sufficient  track 
record.  The  risks  are  too  great  for  the  traditional  lender. 
Turning  down  the  credit  is  the  responsible  thing  to  do 
from  the  safety  and  soundness  decision,  but,  cumula¬ 
tively,  those  decisions  can  dampen  entrepreneurship, 
job  growth  and  innovation.  And  we  just  don’t  have  such 
a  big  surplus  of  those  things  that  we  can  afford  to  go 
around  nipping  them  in  the  bud. 

That  is  where  the  credit  guarantee  programs  come  in 
—  in  the  small  business  example,  we’re  probably  talk¬ 
ing  about  one  of  the  SBA’s  programs,  but  there  are 
obviously  a  lot  of  other  programs  out  there.  By  reducing 
the  risks  the  lender  could  face  in  the  event  of  a  default, 
these  programs  change  the  calculus  for  lenders  and 
make  it  easier  for  them  to  extend  credit  responsibly.  The 
lender  benefits.  The  borrower  benefits.  The  community 
benefits.  And  the  economy  benefits. 

Now  of  course,  if  you’re  a  banker,  it’s  all  well  and  good 
to  help  mankind  but  you’ve  also  got  to  worry  about  how 
participating  in  these  programs  is  going  to  affect  your 
next  examination.  And  the  bottom  line  here  is  that  they 
shouldn’t  affect  it  much  at  all. 

Let  me  elaborate.  At  the  OCC,  our  chief  concern  in  an 
examination  is  safety  and  soundness.  We  want  to  en¬ 
sure  that  a  bank  properly  assesses  and  manages  the 
risks  present  in  its  lending  activities.  And  we  don’t  —  or 
we  shouldn’t  if  we’re  doing  our  job  correctly  —  treat 
government-guaranteed  loans  much  differently  than 
we  treat  any  other  loan. 

The  presence  of  a  government  guarantee  can  substan¬ 
tially  reduce  the  credit  risk  of  a  particular  loan.  Com¬ 
monly,  however,  the  bank  retains  a  piece  of  the  risk.  I 
understand  this  to  be  the  case,  for  example,  in  many  of 
the  SBA’s  programs. 

Essentially,  our  examiners  treat  that  retained  piece  just 
like  any  other  credit  in  the  bank’s  portfolio.  We  expect 
a  government-guaranteed  loan  to  contain  the  same 
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level  of  financial  and  collateral  documentation  that  is 
found  in  the  credit  file  of  any  commercial  loan.  Because 
failure  to  comply  with  program  guidelines  can  some¬ 
times  invalidate  the  guarantee,  our  examiners  will  also 
review  the  loan  file  to  ensure  that  the  bank  is  in  com¬ 
pliance  with  those  guidelines. 

In  sum,  we  believe  these  programs  can  be  effective 
tools  for  bank  risk  management.  While  the  programs 
are  not  without  risks  —  and  our  examiners  understand 
that  — they  enable  banks  to  provide  more  of  what  their 
customers  want  without  assuming  undue  risks.  Some 
of  them  may  have  the  additional  benefit  of  improving 
the  bank’s  CRA  performance.  Properly  used,  these 
programs  can  be  good  for  everybody. 

Now  I  want  to  say  a  bit  more  on  the  subject  of  access 
to  credit  for  small  businesses  in  particular.  As  you  know, 
government  initiatives  are  not  the  only,  nor  necessarily 
the  most  important,  means  for  improving  credit  flows  to 
small  businesses.  A  number  of  emerging,  private-sec- 
tor  initiatives  appear  to  be  having  a  noticeable  positive 
effect  on  the  volume  of  small-business  lending.  Expan¬ 
sion  in  the  securitization  of  small-business  loans  is  one 
example.  More  fundamentally,  however,  we  are  begin¬ 
ning  to  see  increasing  efforts  to  adapt  lending  techni¬ 
ques  perfected  in  the  consumer  lending  area  to 
small-business  lending.  This  “retailization”  embodies 
five  fundamental  changes  in  the  small  business  lending 
process: 

•  moving  away  from  customization  of  products 
and  documentation  to  standardization; 

•  centralizing  document  preparation  and  de¬ 
cision-making; 

•  automating  the  process  as  much  as  technol¬ 
ogy  will  permit; 


•  relying  less  on  cash-flow  analysis  and  more  on 
credit-scoring;  and 

•  monitoring  repayment  and  other  borrower  per¬ 
formance  on  an  exception  basis. 

These  changes  may  reduce  the  costs  and  thus  in¬ 
crease  the  profitability  of  small-business  lending. 

The  banking  community  is  also  continuing  to  take  new, 
and  enhance  old,  steps  that  will  improve  lending  to 
small  businesses.  These  include  investments  in  Com¬ 
munity  Development  Corporations  and  participation  in 
other  forms  of  lending  consortia.  Lending  consortia 
permit  banks  to  spread  the  risk  of  their  community 
lending  activity  among  several  institutions  and  to 
develop  a  mechanism  for  exchanging  information  and 
expertise  in  new  areas.  This  information  can  help  banks 
lower  underwriting  costs  and  identify  and  serve  new 
lending  opportunities. 

Success  on  these  initiatives  could  encourage  banks  to 
expand  small  business  lending  beyond  current  fron¬ 
tiers.  At  the  OCC,  we  are  monitoring  these  develop¬ 
ments  closely  with  an  eye  to  the  questions  whether  and 
how  our  supervisory  actions  and  policies  can  or  should 
enhance  or  obstruct  these  and  similar  innovations. 

Conclusion 

Maintaining  safety  and  soundness.  Keeping  the  bank 
charter  vital.  Keeping  regulatory  burden  to  a  minimum. 
And  improving  access  to  credit.  That’s  what  we’re  all 
about  at  the  OCC  these  days.  The  national  banking 
system  has  served  this  country  well  for  over  130  years. 
We  are  working  hard  to  put  it  on  the  sort  of  foundation 
that  will  allow  it  to  continue  to  serve  this  country  well  for 
at  least  130  more. 
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Remarks  by  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
New  York  State  Bankers  Association,  on  trends  in  the  banking  industry, 
Lake  George,  NY,  June  17,  1996 


Forums  like  these  are  an  opportunity  not  only  to  meet 
with  some  of  this  state's  leading  bankers  but  to  get 
away  from  day-to-day  business  and  think  more 
broadly  about  the  trends  affecting  the  banking  in¬ 
dustry. 

Banking  has  been  much  in  the  news  in  recent  years  — 
so  much  so,  it  seems,  that  even  my  friends  outside  the 
financial  services  industry  are  cocktail-party  conver¬ 
sant  about  subjects  such  as  Glass-Steagall  and  in¬ 
dustry  consolidation.  And  what’s  really  interesting  is 
that  they  often  initiate  the  discussion.  I  think  that’s  a 
reflection  of  the  fact  that  one  can  hardly  pick  up  a 
newspaper  or  turn  on  a  television  news  show  without 
being  hit  with  a  story  about  the  issues  you  and  I  track 
every  day  —  from  legislative  proposals  and  counter¬ 
proposals  to  the  continued  evolution  of  electronic  com¬ 
merce. 

Last  week,  of  course,  the  big  news  in  banking  circles 
was  the  announcement  by  the  chairman  of  the  House 
Banking  Committee  that  he  would  no  longer  seek  a 
comprehensive  financial  modernization  bill  in  this  ses¬ 
sion  of  Congress.  It’s  no  secret  Chairman  Leach  and  I 
have  not  always  agreed  on  the  best  way  to  change  the 
laws  to  bring  about  modernization  of  the  banking  and 
financial  services  industry.  But  we  do  agree  on  the 
broader  issue  that  banks  must  be  allowed  to  compete 
more  equitably  in  the  nation’s  changing  financial  ser¬ 
vices  industry. 

And,  as  Chairman  Leach  said  last  week, "...  let  there  be 
no  misunderstanding,  the  marketplace  will  ensure  that 
the  broader  issues  will  not  go  away.” 

The  fact  is  the  business  of  banking  has  already 
changed  dramatically  in  the  past  few  years  —  largely 
in  response  to  market  forces.  And  the  marketplace  will 
continue  to  move  the  industry  in  new  directions,  raising 
new  issues  for  bankers,  policymakers,  and  regulators 
alike.  Despite  our  recent  obsession  with  the  day’s  head¬ 
lines,  the  truth  is  that  what’s  going  on  in  the  marketplace 
is  the  real  financial  modernization. 

This  morning,  I’d  like  to  look  beyond  those  headlines 
and  reflect  upon  the  fundamental  changes  that  have 
occurred  in  the  1990s  ...  changes  in  bank  products  and 
services,  in  the  sources  of  bank  earnings  and  the 
composition  of  bank  liabilities,  even  in  the  size  and 
structure  of  banks  themselves. 


Changing  Products  and  Services 

Let  me  turn  first  to  bank  products  and  services.  Few 
outside  the  banking  industry,  I  believe,  fully  realize 
exactly  how  much  banks  have  diversified  their  product 
lines  over  the  past  decade. 

Residential  real  estate:  In  1985,  only  8.6  percent  of 
bank  assets  were  in  residential  real  estate.  A  decade 
later,  residential  real  estate  assets  had  nearly  tripled  to 
23.2  percent.  Mortgage  backed  securities  account  for 
over  half  of  that  increase,  as  banks  have  taken  great 
advantage  of  a  secondary  market  and  a  product  that 
didn’t  exist  10  years  ago. 

Consumer  lending:  Nearly  27  percent  of  bank  lending 
today  is  made  up  of  loans  to  consumers,  up  from  18 
percent  in  1985.  In  addition  to  increases  in  home 
mortgage  lending,  this  also  includes  the  expansion  of 
credit  card  operations,  installment  loans,  and  home 
equity  business.  Commercial  and  industrial  lending,  by 
contrast,  has  dropped  5  percent  from  a  decade  ago. 

Insurance  sales :  According  to  the  Association  of 
Banks-in-lnsurance,  nearly  4,100  commercial  banks 
are  selling  insurance  to  consumers  today.  They  also 
estimate  that  in  1994,  sales  of  annuities  alone 
generated  over  $1  billion  of  commissions  and  fee  in¬ 
come  for  commercial  banks.  Other  lines  of  bank  in¬ 
surance  products,  including  credit  insurance, 
life/health/disability,  and  direct  response,  accounted 
for  another  $1  billion  of  noninterest  income  for  commer¬ 
cial  banks. 

Mutual  fund  sales:  Banks  began  selling  mutual  funds 
and  other  securities  products  to  their  customers  just 
over  a  decade  ago,  but  in  the  last  six  years  bank  mutual 
fund  sales  have  soared.  Assets  of  mutual  funds  sold 
through  banks  more  than  quadrupled,  growing  from 
$86  billion  in  1990  to  almost  $400  billion  at  year-end 
1995.  Over  this  same  time  period,  mutual  funds  sold  by 
banks  grew  from  8  percent  to  1 4  percent  of  total  mutual 
fund  assets  in  the  United  States. 

The  truth  is  that  banks  had  little  choice  but  to  become 
involved  in  the  mutual  fund  industry  if  they  wanted  to 
continue  serving  the  financial  needs  of  their  customers. 
More  and  more  Americans  have  moved  their  savings 
out  of  traditional  bank  deposits  into  mutual  funds.  By 
the  end  of  the  first  quarter  of  this  year,  total  mutual  fund 
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assets  stood  at  about  $3  trillion,  exceeding  total  com¬ 
mercial  bank  deposits.  Indeed,  if  you  look  at  the  trend 
lines  —  and  the  trends  are  continuing  —  it  seems 
almost  certain  that  by  the  end  of  this  year  mutual  fund 
assets  will  exceed  the  amount  of  assets  in  all  deposit 
products,  such  as  bank  deposits,  thrift  deposits,  and 
brokered  deposits. 

Parenthetically,  let  me  add  that  given  this  sea  change 
in  where  Americans  prefer  to  put  their  savings,  can  you 
imagine  how  banking  would  have  been  affected  had 
we  not  allowed  banks  to  engage  in  mutual  fund 
activities?  Our  actions  were  not  universally  popular  at 
the  time.  But  how  on  earth  can  we  expect  banks  to 
continue  to  be  safe  and  sound  and  relevant  financial 
services  players,  if  we  do  not  allow  them  to  compete  in 
what  is  clearly  the  most  popular  vehicle  for  consumer 
savings? 

Composition  of  Earnings 

Not  surprisingly,  this  change  in  the  mix  of  bank  pro¬ 
ducts  and  services  has  resulted  in  a  change  in  the 
composition  of  bank  earnings.  In  the  past  10  years, 
noninterest  income  at  national  and  state  banks  has 
increased  10  percent,  accounting  for  35  percent  of 
bank  operating  revenues  today.  Much  of  this  noninter¬ 
est  income  was  derived  from  fees  for  new  bank 
products  and  services.  For  example,  in  the  first  quarter 
of  this  year,  national  and  state  banks  sold  $227  billion 
in  mutual  funds  and  annuities,  an  increase  of  88  percent 
over  the  last  two  years. 

Off-balance-sheet  activities  also  made  a  significant 
contribution  to  bank  noninterest  income.  Last  year, 
national  and  state  banks  supported  $17.2  trillion  in 
derivatives,  compared  to  $6.2  trillion  at  the  beginning 
of  1990.  According  to  our  most  recent  call  report  data, 
nearly  550  banks  hold  derivatives.  First  quarter  1996 
figures  recorded  derivatives  activity  of  $17.8  trillion  — 
an  all-time  high  —  with  trading  revenues  of  $2  billion. 

This  increase  in  noninterest  income,  as  well  as  changes 
in  the  way  banks  manage  their  assets  and  liabilities, 
may  account  for  a  significant  change  in  one  of  the 
traditional  assumptions  about  bank  earnings.  Accord¬ 
ing  to  conventional  wisdom,  a  flattened  yield  curve 
almost  inevitably  meant  a  decline  in  bank  earnings. 
That  may  no  longer  be  the  case.  In  1991  and  1992, 
when  we  were  coming  out  of  the  last  recession,  the  yield 
curve  steepened  considerably.  That  was  the  normal 
pattern  Bank  profitability  paralleled  that  upward  track, 
remaining  strong  through  1992  and  1993,  as  the  yield 
curve  stayed  steep 

One  school  of  analysts  held  that  the  record  profits 
posted  during  those  years  were,  due  almost  solely  to 


the  steepness  of  the  yield  curve.  These  observers 
suggested  that  bank  profitability  would  diminish  once 
the  curve  flattened  out,  as  it  did  in  1 995.  But  bank  profits 
have  continued  at  record  high  levels.  In  short,  what  was 
previously  viewed  as  a  banking  axiom  —  the  linkage 
between  the  yield  curve  and  a  bank's  bottom  line  —  is 
not  nearly  so  clear  today  as  it  was  only  a  few  short  years 
ago. 

Moreover,  it  should  be  noted  that  the  weakening  of  the 
linkage  between  the  yield  curve  and  a  bank's  bottom 
line  is  somewhat  mirrored  in  what  appears  to  be  a 
weakening  of  the  linkage  between  the  yield  curve  and 
a  bank’s  net  interest  margin.  Here  again  it  would  have 
been  axiomatic  just  a  few  years  ago  that  when  the  yield 
curve  flattens,  banking’s  net  interest  margin  would  flat¬ 
ten.  But  this  is  less  clear  today,  less  clear  because  of 
very  significant  changes  in  the  liability  side  of  banking’s 
balance  sheet. 

The  fundamental  changes  on  the  asset  side  of  balance 
sheets  that  we  have  seen  over  the  last  several  years 
are  mirrored  by  changes  on  the  liability  side.  A  com¬ 
bination  of  consumer  preferences  and  the  develop¬ 
ment  of  new  tools  in  the  area  of  liability  management 
has  meant  that  banks  have  come  to  rely  increasingly 
on  purchased  liabilities  to  fund  their  activities. 

In  1985,  78  percent  of  bank  assets  were  funded  by 
traditional  bank  deposits.  That  has  declined  8  percent 
in  the  last  decade.  More  indicative  of  the  trend,  how¬ 
ever,  is  the  fact  that  banks’  core  deposits  —  including 
traditional  retail  products  such  as  savings  and  NOW 
accounts  —  have  declined  nearly  10  percent  in  the  last 
three  years. 

Evolving  Structure 

If  market  forces  have  altered  the  makeup  of  bank 
products,  services,  and  sources  of  funding,  they  have 
also  helped  transform  the  structure  of  the  U.S.  banking 
system.  An  increasingly  mobile  population  and  busi¬ 
nesses  with  nationwide  operations  increased  the  pres¬ 
sure  to  erase  the  artificial  geographic  demarcations  in 
the  delivery  systems  for  bank  services.  Together  with 
market  pressure  on  banks  to  cut  costs  and  increase 
efficiency,  these  forces  have  worked  to  transform  U.S. 
banking,  altering  the  number  and  size  of  its  institutions. 

Over  the  past  six  years,  industry  consolidation  and 
mergers  have  increased  markedly.  While  this  trend 
began  in  the  1980s,  it  has  accelerated  in  recent  years, 
with  legislative  changes  making  it  possible  to  centralize 
operations  across  state  lines  and  with  competitive  pres¬ 
sures  to  do  so  increasing  Between  1986  and  1990,  for 
example,  the  number  of  national  banks  declined  on 
average  by  409  banks  a  year,  or  roughly  3  percent 
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annually.  Between  1991  and  1995  —  as  the  number  of 
national  banks  declined  to  about  2,900  —  we  saw  an 
average  loss  of  475  banks  a  year,  or  a  4.2  percent 
annual  decline.  As  a  result,  today’s  average  national 
bank  is  almost  three  times  the  size  of  the  average 
national  bank  a  decade  ago. 

In  many  respects,  the  legislation  that  permitted  banks 
to  consolidate  their  interstate  operations  under  a  single 
charter  was  essentially  a  ratification  of  something  that 
had  already  occurred  in  banking  in  response  to  market 
forces  —  the  elimination  of  geographic  barriers  to  bank 
operations.  And  now  market  forces,  combined  with 
technological  advances,  show  signs  of  having  a  similar 
impact  on  the  mechanisms  through  which  banks 
deliver  their  diverse  products  and  services.  Even  after 
stripping  away  all  the  hype  about  commerce  on  the 
Internet  and  cybercash,  there  is  no  denying  that  com¬ 
puters  and  electronic  distribution  networks  are  likely  to 
become  a  common  mechanism  for  delivering  many 
banking  services  in  the  future.  Computers  have  already 
altered  —  and  will  continue  to  affect  —  the  way  banks 
market  their  products  and  serve  their  customers. 

It’s  projected  that  by  the  end  of  the  decade,  over  7,500 
banks  will  have  a  presence  on  the  World  Wide  Web. 
How  will  that  revolutionize  banking  and  broaden  its 
reach?  More  and  more  Americans  are  buying  personal 
computers  —  last  year  alone,  the  number  of  American 
homes  with  personal  computers  rose  16  percent,  with 
much  of  that  increase  coming  from  older  and  less-af¬ 
fluent  Americans.  That  by  itself  would  be  interesting  but 
not  immediately  relevant  to  banking,  except  for  the  fact 
that  today’s  computer  users  don’t  just  use  their  PCs  for 
word  processing  or  playing  games  —  they  use  them  to 
tie  into  computerized  networks  and  on-line  services. 

According  to  Ray  Smith,  chairman  of  Bell  Atlantic,  by 
the  end  of  the  1990s,  as  many  as  50  percent  of  all 
homes  in  the  U.S.  will  have  a  second  phone  line  to 
handle  their  personal  computer  modem  and  fax  needs. 
With  banks  just  a  Web  site  away,  these  new  lines 
represent  a  potential  of  over  50  million  new  points  of 
sale  for  bank  products.  Already,  banks  are  using  Web 
sites  on  the  Internet  to  advertise  products  and  services 
and  sign  up  new  customers.  That  potential  will  only 
increase  as  other  emerging  technologies  take  root. 

The  sum  of  all  these  numbers  and  interesting  statistics 
is  this:  today’s  banks  are  fundamentally  different  from 
their  predecessors  of  15  or  20  years  ago.  That  is  much 
more  than  an .  interesting  footnote  in  the  history  of 
American  finance.  All  of  these  changes  in  the  business 
of  banking  and  the  market’s  continued  pressure  on 
banking  to  change  even  more  have  yielded  very  real 
benefits  for  the  industry,  the  consumer,  and  the  national 
economy. 


The  nation’s  banks  have  recorded  four  consecutive 
years  of  record  profits,  and  figures  for  the  first  quarter 
of  1996  —  while  not  a  quarterly  record  —  are  certainly 
quite  strong.  This  good  health  has  been  widespread, 
with  fewer  differences  of  performance  between  geo¬ 
graphic  regions  or  between  banks  of  different  sizes 
than  at  any  time  in  the  1980s.  Last  year,  the  number  of 
unprofitable  national  banks  fell  to  just  95,  or  3.3  percent 
of  all  national  banks.  That  compares  to  nearly  19.7 
percent  a  decade  ago. 

These  years  of  record  profits  have  coincided  with  years 
of  improved  service  to  bank  customers.  Mortgage 
loans  to  low-  and  moderate-income  homebuyers  have 
increased  dramatically  over  the  past  several  years.  And 
consumers  today  enjoy  the  benefits  of  a  more  competi¬ 
tive  financial  services  marketplace.  For  example,  today 
Americans  in  more  than  half  the  states  in  the  United 
States  can  choose  whether  to  buy  insurance  from  their 
local  banks,  insurance  agents,  or  directly  from  in¬ 
surance  companies.  If  they  want  to  diversify  their 
savings,  they  have  the  opportunity  to  buy  annuities  and 
mutual  funds  from  their  local  banks.  In  many  cases, 
these  bank  purchasers  of  mutual  funds  have  not  tradi¬ 
tionally  taken  advantage  of  the  opportunity  to  buy  in¬ 
vestment  products. 

Research  conducted  jointly  by  the  OCC  and  the  SEC 
shows  that  bank  purchasers  of  mutual  funds  tend  to  be 
recent  entrants  to  the  world  of  investing.  By  providing 
an  opportunity  for  them  to  earn  higher  returns  and  — 
at  the  same  time  —  channel  their  funds  into  productive 
investments,  banks  have  made  an  important  contribu¬ 
tion  to  the  nation’s  continued  economic  growth. 

These  results  are  remarkable  indeed.  But  as  a  bank 
supervisor,  I  would  be  remiss  if  I  did  not  point  out  a  few 
dark  spots  in  this  otherwise  rosy  picture  of  a  trans¬ 
formed  banking  industry. 

There  is  a  plausible  argument  to  be  made  that  a  bank¬ 
ing  industry  increasingly  dependent  on  fee  income  may 
be  less  vulnerable  to  the  traditional  business  cycle.  But 
there  is  much  we  don’t  yet  understand  about  how  a 
weaker  economy  might  affect  fee  income  in  the  future. 
The  fundamental  changes  in  the  banking  industry 
mean  that  future  downturns  could  generate  unforeseen 
results. 

A  regulator’s  job  is  to  ask  questions  —  particularly  when 
it  appears  that  everything  is  going  well.  Questions  such 
as:  How  will  today’s  asset  and  liability  management 
strategies  weather  economic  changes?  And  how  will 
banks’  new  sources  of  revenue  be  affected  when  inter¬ 
est  rates  change  or  credit  problems  arise?  While  a  great 
deal  has  changed  in  banking,  some  things  have  not  - 
particularly  the  need  to  focus  on  the  fundamentals  of 
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sound  risk  management.  The  increase  in  banks’  retail 
loan  portfolios  makes  banks  more  vulnerable  to 
problems  in  the  retail  sector,  so  there  is  concern  when 
we  see  rising  delinquencies  and  an  increase  in  noncur¬ 
rent  loans.  Noncurrent  loans  grew  by  $659  million  in  the 
first  quarter  of  1996,  and  while  this  is  only  the  second 
quarterly  increase  in  the  last  five  years,  it  is  nonetheless 
cause  for  concern. 

Further,  last  week  the  American  Bankers  Association 
reported  that  credit  card  delinquencies  reached  a  15- 
year  high  in  the  first  quarter,  and  data  released  by  the 
Federal  Reserve  showed  that  credit  card  debt  rose  at 
a  20  percent  annual  rate  in  April.  As  one  analyst  ob¬ 
served,  that  means  that  debt  is  growing  three  times 
faster  than  incomes. 

The  OCC  s  National  Credit  Committee  is  now  conduct¬ 
ing  its  second  survey  of  national  banks’  underwriting 
practices,  and  we're  focusing  particularly  on  banks’ 
retail  loan  portfolios.  We  expect  to  be  able  to  share  the 
results  of  that  survey  in  August. 

These  are  real  problems  that  neither  regulators  nor  the 
banking  industry  can  ignore.  But  they  should  not 
detract  from  my  central  point  here  today.  The  fact 
remains  that  the  banking  industry  today  is  fundamen¬ 
tally  sound,  and  it  is  a  fundamentally  different  industry 
from  what  it  was  only  a  decade  ago,  not  because  of 
actions  taken  by  Congress  or  state  legislatures,  but 
because  of  actions  the  industry  itself  has  taken  in 
response  to  market  forces. 

Three  Observations 

In  that  connection,  I  would  like  to  leave  you  with  three 
final  observations  about  modernizing  the  financial  ser¬ 
vices  industry. 

First,  the  inability  to  achieve  financial  modernization 
legislation  this  year  should  not  distract  us  from  what 
America  s  financial  services  industry  has  already 
achieved  and  enjoys  —  broad  and  deep  capital 
markets,  access  to  new  technology  and  the  ability  to 
employ  it  effectively  to  reach  new  markets,  a  regulatory 
community  focused  on  risk  and  reducing  burden,  a 
highly  skilled  financial  services  workforce,  and 
knowledgeable  consumers  who  demand  the  benefits 
of  competition  and  challenge  you  to  stay  on  the  cutting 
edge  of  innovation  and  invention.  Too  often,  I’m  afraid, 
we  get  so  caught  up  in  what  we’d  like  the  industry  to 
become  that  we  fail  to  appreciate  what  an  incredible 
asset  it  is  for  our  country  and  what  its  vitality  means  for 
America’s  ability  to  compete  in  the  global  marketplace. 

It’s  also  a  testament  to  the  industry’s  fortitude  to  have 
achieved  what  it  has  while  operating  under  an  out¬ 


moded  and  overly  restrictive  set  of  laws  and  regula¬ 
tions. 

Second,  the  transformation  that  has  already  occurred 
in  the  financial  services  industry  has  little  to  do  with  the 
debate  that  occurred  on  Capitol  Hill  and  in  state  legis¬ 
latures  —  this  year  and  for  the  past  20  years  —  under 
the  rubric  of  “financial  modernization.” 

The  real  financial  modernization  has  occurred  in  the 
marketplace. 

That  brings  me  to  my  final  observation.  What  we  need 
from  our  legislatures  is  much  more  than  an  exercise  in 
allocating  turf  among  competing  interests  or  industries. 
Trying  to  carve  up  the  financial  services  marketplace  is 
a  little  like  what  the  great  powers  tried  to  do  in  carving 
up  Europe  at  Yalta  at  the  end  of  World  War  II. 

Not  only  is  a  Yalta-like  agreement  hard  to  achieve,  in 
the  long  run  it  doesn’t  work. 

Rewriting  the  laws  that  govern  banking  and  financial 
services  must  be  based  on  fundamental  principles  — 
principles  that  respect  rather  than  fight  the  market 
forces  that  are  reshaping  the  banking  industry.  We 
need  to  reach  consensus  on  the  guiding  principles  for 
true  modernization  of  the  legal  and  regulatory 
framework  that  will  govern  our  financial  institutions  in 
the  21st  century. 

In  fact,  the  OCC  and  the  administration  are  working  now 
to  develop  the  principles  that  we  believe  should  guide 
us  in  this  arena,  and  we  intend  to  work  from  those 
principles  to  develop  a  specific  understanding  of  the 
changes  in  law,  regulation,  and  supervisory  practice 
that  would  be  required  for  their  implementation. 

We  cannot  develop  those  principles  in  a  vacuum,  how¬ 
ever.  We  need  your  input.  With  industry,  regulatory  and 
bipartisan  support,  I  believe  all  of  us  can  achieve  a 
broader,  more  contemporary,  market-based  approach 
to  rewriting  the  laws  that  govern  the  workings  of  our 
nation’s  financial  system.  Working  together,  I’m  confi¬ 
dent  we  can  and  will  continue  to  build  a  stronger 
banking  system  better  able  to  meet  the  financial  needs 
of  its  customers  in  the  years  to  come. 

I  am  committed  to  achieving  this  more  modern 
framework.  I  know  you  are.  And,  I  am  confident  that 
working  together  we  can  achieve  true,  broad-based 
financial  modernization  that  will  serve  America’s  con¬ 
sumers  and  our  national  economy  even  better  than  the 
system  we  have  today. 
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I  am  pleased  to  participate  in  the  FFIEC’s  International 
Banking  Conference  and  am  glad  to  see  so  many 
examiners  from  the  various  agencies  in  attendance. 
The  role  of  U.S.  banks  in  international  banking  activities, 
and  how  we  supervise  those  activities,  are  important 
issues.  I  encourage  you  to  use  the  information  you  learn 
over  the  next  three  days  to  assist  those  of  us  in  policy 
development  to  identify  areas  of  emerging  risks  and 
ways  to  improve  our  supervision  of  those  risks. 

From  the  very  beginning,  banks  have  played  an  integral 
role  in  international  finance  and  trade.  Some  of  the 
products  and  risks  that  banks  confront  in  their  interna¬ 
tional  activities  —  such  as  letters  of  credit  and  clearing 
systems,  with  the  attendant  transaction,  foreign  ex¬ 
change  and  settlement  risks  —  have  been  around  for 
hundreds  of  years.  So  in  one  respect,  many  of  the  risks 
associated  with  international  banking  are  as  old  and 
basic  as  banking  itself.  But  changes  in  technology  have 
brought  significant  and  dramatic  changes  to  the  world 
in  which  banks  and  bank  supervisors  operate. 

Today,  the  money,  bond,  and  foreign  exchange  markets 
are  truly  global  markets.  Trading  takes  place  around  the 
clock,  often  in  instruments  and  products  that  did  not 
exist  before  the  advent  of  low-cost  computing  technol¬ 
ogy.  As  we  all  know,  many  of  these  products  —  such 
as  interest  rate  and  foreign  exchange  swaps  and  op¬ 
tions  —  can  be  useful  and  important  tools  for  risk 
management.  But  in  the  hands  of  a  novice  or  the  bank 
without  proper  risk  management  systems  and  controls, 
they  can  be  the  recipe  for  real  problems. 

Access  to  major  markets  is  no  longer  limited  to  money- 
center  banks  and  brokers.  With  a  telephone  line  and 
modem,  any  bank  can  be  linked  to  these  global 
markets.  Indeed,  geographic  boundaries  are  becom¬ 
ing  increasingly  less  relevant  and  less  clear  as  we  move 
to  full-fledged  electronic  banking.  For  example,  who  is 
the  appropriate  supervisor  for  a  cyber-based  bank  that 
consumers  throughout  the  globe  can  access  through 
the  Internet? 

This  changing  world  raises  challenges  to  us  and  the 
banks  we  supervise.  As  markets  have  become  more 
global  and  banks’  activities  broaden,  there  is  a  need 
for  greater  cooperation  and  coordination  of  supervisory 
activities,  policies,  and  regulations,  not  only  here  in  the 
U.S.  among  ourselves,  but  internationally  as  well,  among 
banking,  securities,  and  insurance  regulators.  The 
diversity  and  complexity  of  banking  activities,  and  the 


speed  and  volume  at  which  many  transactions  now 
take  place,  heighten  the  need  for  sound  risk  manage¬ 
ment  practices  and  internal  controls  at  the  banks  we 
supervise.  At  the  same  time,  industry  consolidation  and 
continued  budgetary  pressures  within  the  industry  and 
the  supervisory  community  mean  that  we  need  to  find 
ways  to  reduce  unnecessary  burdens  on  banks  but  still 
be  able  to  do  our  jobs  more  effectively  and  efficiently. 

Today,  I  will  discuss  some  of  the  initiatives  we  have 
undertaken  at  the  OCC  to  meet  these  challenges. 
Specifically,  I  will  discuss: 

•  Some  of  the  efforts  we’re  involved  in  with  other 
supervisors  to  enhance  and  ensure  coordi¬ 
nated  supervision  of  internationally  active 
banks. 

•  The  OCC’s  efforts  to  tailor  our  supervisory 
process  to  risk. 

•  Our  recent  rewrite  of  12  CFR  28,  the  rules 
governing  the  international  operations  of  na¬ 
tional  banks  and  the  operation  of  federal 
branches  and  agencies  of  foreign  banks  in  the 
United  States. 

International  Cooperation  and  Coordination 

At  their  1 995  summit  in  Halifax,  Nova  Scotia,  the  finance 
ministers  of  the  seven  major  industrialized  countries  — 
the  so-called  Group  of  Seven  —  stated  that  “closer 
international  cooperation  in  the  regulation  and  super¬ 
vision  of  financial  institutions  and  markets  is  essential 
to  safeguard  the  financial  system  and  prevent  an 
erosion  of  prudential  standards."  They  urged  a 
“deepening  of  cooperation  among  regulators  and 
supervisory  agencies  to  ensure  an  effective  and  in¬ 
tegrated  approach  to  developing  and  enhancing 
safeguards,  standards,  transparency  and  systems 
necessary  to  monitor  and  contain  risks." 

The  OCC,  the  Federal  Reserve,  and  the  FDIC  have 
been  actively  involved  in  these  cooperative  efforts.  Our 
primary  focal  point  in  these  efforts  is  the  Basle  Commit¬ 
tee  on  Banking  Supervision.  The  Basle  Committee  car¬ 
ries  out  its  goal  to  improve  supervisory  cooperation  and 
the  quality  of  supervision  by  exchanging  information 
and  expertise;  by  developing  and  sharing  improved 
supervisory  approaches,  guidance  and  technology; 
and  by  setting  minimum  standards  where  needed 
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One  of  the  Basle  Committee’s  most  visible  actions  has 
been  its  efforts  to  ensure  banks  have  adequate  capital 
and,  concurrently,  to  achieve  more  uniformity  in  the 
capital  standards  that  apply  to  internationally  active 
banks  At  the  end  of  last  year,  the  Committee  amended 
the  Capital  Accord  to  incorporate  an  explicit  capital 
charge  for  the  market  risk  in  banks’  trading  activities. 
The  U.S.  banking  agencies  are  working  on  a  final  rule  to 
implement  this  amendment.  This  rule  will  apply  primari¬ 
ly  to  our  largest  banks— those  that  have  significant 
trading  and  dealing  activities. 

The  rule,  which  will  become  effective  in  January  1997, 
will  require  those  banks  to  maintain  capital  that  is  a 
multiple  of  their  value-at-risk  exposure — the  amount 
they  could  lose  in  their  trading  activities  from  overnight 
movements  in  market  factors:  interest  rates,  foreign 
exchange  rates,  commodity  and  equity  prices.  In  deter¬ 
mining  this  exposure,  we  will  allow  banks  to  use  their 
own  internal  risk  measurement  systems,  subject  to 
certain  qualitative  standards  and  quantitative  param¬ 
eters.  For  example,  the  banks  will  be  required  to  use  a 
99  percent  confidence  interval  and  the  equivalent  of  a 
10-day  movement  in  market  prices  when  computing 
their  value-at-risk  exposure  estimates. 

Allowing  banks  to  use  their  internal  risk  measurement 
systems  to  compute  exposures  for  capital  require¬ 
ments  was  an  important  step  by  the  Basle  Committee. 
This  step  reflects  the  comments  we  received  from 
larger  banks  on  the  Committee’s  original  proposal  and 
their  urging  that  we  make  greater  use  of  banks’  own  risk 
models.  It  also  reflects  that  both  we,  here  in  the  United 
States,  and  supervisors  in  other  countries  recognize  the 
growing  importance  to  banks  of  good  risk  measure¬ 
ment  and  management  systems. 

Improving  the  internal  risk  management  and  control  sys¬ 
tems  of  banks  and  increasing  the  transparency  of  certain 
banking  activities  through  improved  disclosures  has  been 
another  area  of  emphasis  of  the  Basle  Committee.  In 
1994,  the  Committee  together  with  IOSCO,  the  Interna¬ 
tional  Organization  of  Securities  Commissions,  issued 
guidance  papers  on  sound  risk  management  systems  for 
derivatives  activities.  Last  year,  the  Basle  Committee  and 
IOSCO  jointly  published  a  report  that  reviews  current 
practices  and  makes  recommendations  for  improved 
disclosures  of  trading  and  derivative  activities. 

The  Basle  Committee  is  presently  developing  guidance 
for  the  sound  management  of  interest  rate  risk.  This 
guidance,  I  expect,  will  be  similar  to  the  interagency 
policy  statement  that  we,  the  OCC,  along  with  the 
Federal  Reserve  and  FDIC  recently  approved. 

The  Basle  Committee  also  provides  a  valuable  forum 
for  banking  supervisors  to  exchange  information  about 


banking  conditions  and  supervisory  issues  on  both  a 
formal  and  informal  basis.  As  the  experiences  at 
Barings,  Daiwa  and  more  recently,  Sumitomo,  illustrate, 
problems  at  larger  financial  companies  often  cross 
geographic  and  functional  boundaries.  To  ensure  ef¬ 
fective  supervision  of  internationally  active  banks,  time¬ 
ly  communication  and  information  sharing  among 
supervisors  is  of  critical  importance. 

Through  the  Basle  Committee,  we  are  extending  our 
coordination  efforts  to  securities  and  insurance  super¬ 
visors.  As  I  just  mentioned,  the  Basle  Committee  has 
undertaken  a  number  of  joint  efforts  with  IOSCO  in  the 
area  of  derivatives  and  trading  activities.  These  two 
groups,  along  with  the  International  Association  of  In¬ 
surance  Supervisors,  have  established  a  Joint  Forum 
to  look  at  how  global  financial  conglomerates,  whose 
activities  span  banking,  securities,  and  insurance, 
should  be  supervised. 

The  burgeoning  growth  of  electronic  money  and  bank¬ 
ing  also  has  important  significant  international  and  risk 
management  implications.  With  electronic  banking,  the 
importance  and  relevance  of  geographic  boundaries 
—  our  traditional  basis  for  determining  supervisory 
authority  —  becomes  even  more  blurred. 

Through  the  Internet,  a  bank  has  the  capability  to  offer 
products  and  services  worldwide,  thus  affecting  banks, 
businesses  and  consumers  throughout  the  globe.  At 
the  OCC,  we  are  involved  in  studying  and  evaluating 
the  impact  that  electronic  money  and  banking  will  have 
on  banks  and  our  supervision  of  those  banks.  The 
issues  we  need  to  think  about  are  wide-ranging  and 
include: 

•  How  will  geographic  boundaries  be  deter¬ 
mined  for  an  Internet  bank? 

•  What  types  of  services  are  banks  offering  or 
planning  to  offer  through  the  Internet  and  what 
types  of  systems  do  they  have  to  ensure  the 
integrity  and  security  and  prudent  risk 
management  of  their  Internet  activities? 

•  What  types,  if  any,  of  information  should  ex¬ 
aminers  be  monitoring  on  banks’  Web  sites? 

Supervision  by  Risk 

The  common  theme  in  all  of  these  developments  is  risk 
and  the  need  to  mitigate  and  manage  that  risk 

Given  the  changes  in  markets,  products,  and  tech¬ 
nology,  it  is  not  surprising  that  supervisors  around  the 
world  are  placing  more  emphasis  on  evaluating  risk 
and  risk  management  At  the  OCC,  we  have  recently 
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tailored  our  supervisory  process  to  focus  more  clear¬ 
ly  on  risk.  Under  our  supervision  by  risk  program,  our 
supervisory  process  uses  the  following  four  steps. 

•  First,  we  identify  risk  using  common  definitions. 
We  have  defined  nine  risk  categories:  credit, 
liquidity,  interest  rate,  price,  foreign  exchange, 
transaction,  compliance,  strategic,  and  reputa¬ 
tion  risks.  This  set  of  risk  definitions  forms  the 
cornerstone  for  our  supervisory  activities  rela¬ 
tive  to  each  bank  or  banking  company  and  will 
form  a  consistent,  common  language  for  ex¬ 
aminers  to  follow. 

•  Second,  we  measure  and  evaluate  risk  based 
on  common  factors.  In  addition  to  a  common 
set  of  risk  definitions,  we  have  a  common 
evaluation  format,  again  in  an  effort  to  improve 
consistency.  This  is  our  risk  assessment  sys¬ 
tem.  In  essence,  the  risk  assessment  system 
weighs  the  quantity  of  risk  with  quality  of  risk 
management  to  form  a  conclusion  about  the 
bank. 

•  Third,  we  develop  a  supervisory  strategy 
based  on  risk  and  then  tailor  our  examinations 
based  on  this  strategy.  Our  supervisory 
strategy  for  each  bank  is  based  on  the  iden¬ 
tification,  measurement,  and  evaluation  of 
risk.  We  focus  our  examination  efforts  on  the 
areas  of  greatest  risk  in  the  institution  and  use 
only  minimum  procedures  in  areas  of  low  risk. 
This  strategy  is  discussed  with  bank 
management  when  initially  formulated,  when 
significantly  altered,  and  again  before  being 
implemented. 

•  Finally,  we  document  conclusions  and  com¬ 
municate  our  findings  to  management  and 
the  board.  Open,  two-way  communication  is 
fundamental  to  our  entire  supervisory  pro¬ 
cess. 

Our  supervision  by  risk  program  is  a  cyclical  process. 
We  first  develop  an  initial  risk  assessment  for  each 
bank.  Using  this  initial  assessment,  we  develop  a  su¬ 
pervisory  strategy  to  outline  our  examination  scope. 
During  the  examination,  we  can  develop  a  more  ac¬ 
curate  risk  assessment  profile.  Finally,  using  this  risk 
assessment  profile,  we  are  better  able  to  form  a  con¬ 
clusion  on  quantity  of  risk  and  quality  of  risk  manage¬ 
ment  which  will  allow  us  to  better  stratify  the  banks  we 
supervise  and  allocate  our  resources  accordingly.  This 
brings  us  back  to  the  starting  point.  The  process  of 
assessing  risk,  and  adjusting  our  supervision  accord¬ 
ingly,  is  a  continual  one. 


While  all  of  this  may  sound  the  same  as,  or  at  least 
similar  to,  past  methods  of  supervision,  supervision  by 
risk  does  make  some  important  changes: 

•  It  adds  consistent  definitions  and  a  structured 
process  for  examiners  to  use  in  assessing 
risks. 

•  It  provides  an  analytical  framework  for  the  OCC 
to  use  in  deciding  where  to  focus  resources  — 
in  individual  banks  as  well  as  in  the  industry  as 
a  whole. 

•  It  lays  the  foundation  for  communication  be¬ 
tween  examiners  and  bankers  to  be  based  on 
risk  management. 

We  have  implemented  supervision  by  risk  at  all  of  our 
large  banks  —  those  banks  over  $1  billion  in  assets  — 
and  will  be  implementing  it  for  the  rest  of  our  banks  this 
fall. 

Regulatory  Review 

The  third  major  initiative  affecting  international  bank 
supervision  that  I  would  like  to  touch  on  falls  under  the 
umbrella  of  the  OCC’s  regulation  review  program. 

On  May  2,  1996,  we  published  a  final  rule,  12  CFR  28, 
which  governs  the  international  operations  of  national 
banks  and  the  operation  of  foreign  banks  through  their 
federal  branches  and  agencies.  This  final  rule  revises 
previous  regulations  found  in  parts  20  and  28.  The  final 
rule  streamlines  and  consolidates  into  one  part  of  the 
CFR  all  substantive  provisions  relating  to  international 
banking,  and  clarifies  and  simplifies  various  require¬ 
ments. 

Our  rewrite  of  part  28  streamlines  certain  requirements 
and  procedures.  For  example,  part  28  generally  re¬ 
quires  a  national  bank  to  notify  the  OCC  when  it  opens, 
closes,  or  relocates  a  foreign  branch,  or  when  filing  an 
application  with  the  Federal  Reserve  regarding  the 
acquisition  or  divestment  of  certain  foreign  invest¬ 
ments.  Under  our  revised  part  28,  a  national  bank  may 
satisfy  these  filing  requirements  by  providing  the  OCC 
with  a  copy  of  the  appropriate  filing  made  with  the 
Federal  Reserve. 

The  rewrite  also  clarifies  the  activities  that  a  national 
bank  may  conduct  in  its  foreign  operations.  Specifical¬ 
ly,  it  clarifies  that  a  national  bank  may  engage  in  any 
activity  in  a  foreign  country  that  is  permissible  for  a 
national  bank  in  the  United  States  and  is  usual  in 
connection  with  the  business  of  banking  in  the  host 
foreign  country.  In  addition,  a  national  bank  may 
engage  in  any  activity  in  a  foreign  country  that  is 
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permissible  under  the  Federal  Reserve’s  Regulation  K. 
This  is  a  significant  clarification  because  under  Regula¬ 
tion  K  foreign  branches  of  national  banks  may  be 
permitted,  to  a  certain  extent,  to  engage  in  activities 
that  they  may  not  be  able  to  engage  in  through 
branches  in  the  U.S.  For  example,  subject  to  certain 
restrictions,  a  foreign  branch  of  a  national  bank  may 
underwrite,  distribute,  buy,  sell,  and  hold  certain  foreign 
government  obligations,  which  it  may  not  be  able  to  do 
in  a  domestic  branch. 

The  final  rule  also  implements  provisions  of  the  Riegle- 
Neal  Interstate  Banking  and  Branching  Efficiency  Act 
of  1994  that  amended  restrictions  on  the  amount  of 
initial  deposits  of  less  than  $100,000,  which  are  con¬ 
sidered  to  be  “retail  deposits,”  that  an  uninsured  federal 
branch  may  accept.  The  regulation  provides  for  a 
series  of  specific  exemptions  from  the  general  prohibi¬ 
tion  on  an  uninsured  federal  branch  from  taking  retail 
deposits,  so  that  these  branches  may  continue  to  serve 
the  needs  of  their  customers.  The  exemptions  generally 
follow  the  guidance  provided  by  Congress  in  the  statute 
itself. 

In  accordance  with  the  Interstate  Act,  the  final  rule  also 
reduces  the  amount  of  so-called  de  minimis  deposits 
that  an  uninsured  federal  branch  may  accept.  Under 
the  new  rule,  the  amount  is  reduced  from  5  percent  to 
1  percent  of  the  branch’s  average  deposits.  These  de 
minimis  deposits  are  ones  whose  initial  value  is  less 


than  $100,000,  and  that  do  not  fall  into  one  of  the 
exemptions.  The  final  rule  provides  a  transition  period 
of  five  years  to  reclassify  or  terminate  most  deposits 
that  will  not  fall  under  one  of  the  new  exemptions.  The 
OCC’s  rules  in  this  regard  parallel  rules  issued  by  the 
FDIC  for  state-licensed  uninsured  branches. 

Conclusion 

These  are  challenging  times  for  our  industry  and  our¬ 
selves.  In  a  recent  paper  prepared  for  The  New  York 
Academy  of  Sciences,  Professor  Anthony  Santomero 
from  the  Wharton  School  noted  that  risk  management 
will  be  the  unique  managerial  contribution  for  the 
decade  of  the  1990s.  He  also  noted  that  “not  all  or¬ 
ganizations  will  be  able  to  adapt  to  the  new  environment 
that  is  emerging.  The  complexity  of  the  business,  the 
new  broader  mandate  for  leading  edge  performance, 
and  the  people  and  systems  requirements  for  proper 
risk  management  will  prove  too  much  for  some.”  I  think 
Professor  Santomero 's  observations  apply  equally  to  us 
in  our  role  as  supervisors.  Increasingly,  effective  super¬ 
vision  will  critically  depend  on  our  ability  to  identify, 
assess  and  evaluate  the  risks  and  risk  management 
systems  of  the  banks  we  supervise.  I  urge  you  to  use 
this  conference  as  an  opportunity  to  strengthen  your 
knowledge  and  share  with  others  the  risks  banks  face 
in  international  banking  and  how  we  can  best  address 
those  risks. 
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Statement  of  Eugene  A.  Ludwig,  Comptroller  of  the  Currency,  before  the 
Subcommittee  on  Capital  Markets,  Securities,  and  Government-Sponsored 
Enterprises  of  the  House  Committee  on  Banking  and  Financial  Services,  on 
bank  mutual  fund  sales,  Washington,  DC,  June  26,  1996 


Statement  required  by  12  USC  250:  The  views  ex¬ 
pressed  herein  are  those  of  the  Office  of  the  Comptroller 
of  the  Currency  and  do  not  necessarily  represent  the 
views  of  the  President. 

Introduction 

Mr.  Chairman  and  members  of  the  subcommittee,  I 
appreciate  this  opportunity  to  testify  on  the  retail  sale 
of  mutual  fund  investments  by  banks.  Bank  trust 
departments  have  acted  as  investment  advisors,  trans¬ 
fer  agents,  and  custodians  for  mutual  funds  for  more 
than  20  years.  More  recently,  commercial  banks  have 
expanded  their  retail  sales  of  mutual  funds.  Overall, 
mutual  funds  today  play  a  larger  role  in  the  investment 
portfolios  of  Americans  than  several  years  ago.  In  fact, 
total  mutual  fund  assets  now  exceed  total  deposits  of 
the  commercial  banking  system.  This  milestone  sig¬ 
nifies  a  fundamental  change  in  the  way  Americans 
save.  Banks  had  little  choice  but  to  become  more 
involved  in  the  mutual  fund  industry  if  they  wanted  to 
continue  serving  the  financial  needs  of  their  customers. 

The  Office  of  the  Comptroller  of  the  Currency  (OCC)  has 
monitored  closely  the  rapid  growth  in  bank  mutual  fund 
retail  sales.  Our  efforts  in  dealing  with  bank  retail  sales 
of  mutual  funds  are  an  important  part  of  my  commitment 
to  keep  the  OCC  at  the  forefront  of  bank  supervision. 
One  of  the  first  steps  during  my  tenure  as  Comptroller 
was  to  improve  disclosure  by  national  banks  to  pur¬ 
chasers  of  mutual  funds  —  specifically,  disclosures  that 
banks  do  not  guarantee  mutual  funds,  that  these  funds 
are  not  insured  by  the  FDIC,  and  that  investors  in  mutual 
funds  could  lose  principal.  To  accomplish  this  goal,  we 
undertook  several  initiatives. 

In  addition,  the  OCC  has  sought  more  information 
about  mutual  fund  investors’  familiarity  with  the  costs 
and  investment  risks  of  mutual  funds.  In  1995,  the 
economics  staffs  of  the  OCC  and  the  Securities  and 
Exchange  Commission  (SEC)  jointly  conducted  a  sur¬ 
vey  of  2,000  investors  to  assess  their  understanding  of 
the  risks  and  expenses  associated  with  mutual  funds. 
The  survey  found  that  the  vast  majority  of  investors 
knew  they  could  lose  money  in  some  kinds  of  mutual 
funds,  although  many  did  not  fully  appreciate  the 
relationship  of  fund  expenses  to  fund  returns.  There 
was  virtually  no  difference  in  this  finding  between  inves¬ 
tors  who  purchased  mutual  funds  from  banks  and  those 
who  purchased  from  nonbanks.  Bank  investors  gen¬ 


erally  had  the  same  level  of  knowledge  about  the  risks 
and  expenses  of  mutual  funds  as  other  investors,  de¬ 
spite  the  fact  that  the  survey  also  found  that  bank 
investors  were  generally  older  and  less  well  educated 
than  those  who  purchased  mutual  funds  from  other 
distribution  channels. 

The  OCC  and  other  regulatory  agencies  have  taken 
steps  to  improve  customer  disclosure  by  banks  about 
the  risks  inherent  in  nondeposit  investment  products. 
But  we  have  learned  from  the  joint  OCC/SEC  econo¬ 
mists’  study  that  the  issue  extends  beyond  disclosure. 
Those  with  an  interest  in  the  well-being  of  American 
savers,  including  banks  and  other  sellers  of  nondeposit 
investment  products,  should  educate  mutual  fund  cus¬ 
tomers  about  the  nature  of  their  investments.  The  OCC 
is  interested  in  undertaking  initiatives  to  improve  mutual 
fund  customers’  understanding.  We  welcome  oppor¬ 
tunities  to  work  with  other  agencies  to  address  this 
need. 

My  testimony  today  will  address  several  topics.  I  will 
begin  by  discussing  the  remarkable  growth  in  mutual 
funds  over  recent  years.  Next,  I  will  summarize  OCC 
efforts  since  1993  to  improve  our  supervision  of  bank 
mutual  fund  sales  activities  and  improve  customer  dis¬ 
closure  by  banks.  Finally,  I  will  review  the  results  of  the 
OCC  and  SEC  economists’  recent  ground-breaking 
research  on  mutual  fund  investors’  characteristics  and 
level  of  knowledge  about  the  risks  of  mutual  fund  in¬ 
vestments. 

Trends  in  Mutual  Fund  Sales 

Total  assets  of  open-end  mutual  funds  have  grown 
rapidly  over  the  years.1  As  Table  1  shows,  total  assets 
of  open-end  mutual  funds  more  than  doubled  from  $1 .4 
trillion  in  1990  to  almost  $3  trillion  at  year-end  1995. 2 

The  rapid  growth  in  mutual  fund  assets  reflects  the 
increasing  demand  for  this  type  of  investment  by  con¬ 
sumers.  In  comparison,  total  deposits  for  the  commer¬ 
cial  banking  system  were  slightly  more  than  $3  trillion 


1  Open-end  mutual  funds  can  be  redeemed  on  demand  by  the  issuing 
company.  Total  assets  at  closed-end  funds  were  $126  1  billion  at 
year-end  1995. 

^Source:  1996  Mutual  Fund  Fact  Book.  Investment  Company  In 
stitute 
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Table  1:  Total  Assets  of  Open-End  Mutual  Funds 
(dollars  in  billions) 


1990 

1991 

Total  industry 

1,066.8 

1,395.5 

Equity  funds 

245.8 

411.6 

Bond  funds 

322.7 

441.4 

Money  market 

498.3 

542.5 

1992 

1993 

1994 

1995 

1,646.3 

2,075.4 

2,161.5 

2,820.3 

522.8 

749.0 

866.5 

1,269.0 

577.3 

761.1 

684.0 

798.3 

546.2 

565.3 

611.0 

753.0 

at  year-end  1995,  and  had  grown  just  14  percent  since 
1990.  As  shown  in  Figure  1,  by  the  end  of  the  first 
quarter  of  1996,  total  mutual  fund  assets  surpassed 
commercial  bank  deposits.3 

One  reason  for  this  shift  in  investments  is  the  differential 
in  the  rate  of  return.  In  recent  years,  as  the  interest  rates 
paid  on  bank  deposits  have  declined,  investors  have 
sought  alternative  investments,  such  as  mutual  funds, 
to  improve  their  rate  of  return.  Changing  demographics 
are  another  key  factor  driving  this  shift:  the  aging 
population  is  saving  for  retirement.  In  fact,  retirement 
assets  as  a  percentage  of  total  fund  assets  increased 
from  less  than  10  percent  in  1980  to  more  than  26 
percent  in  1994. 4 

Bank  mutual  fund  sales  also  have  grown  rapidly  in 
recent  years.  The  regulators  started  collecting  data  on 
mutual  fund  sales  in  1994,  and  more  than  2,000  banks 
now  report  mutual  fund  sales  on  their  call  reports. 
Figure  2  shows  call  report  data  demonstrating  the 
upward  trend  in  bank  mutual  fund  sales. 


Assets  of  mutual  funds  sold  through  banks  more  than 
quadrupled  from  1990  through  year-end  1995,  growing 
from  $86  billion  to  $394  billion,  as  noted  in  Table  2. 5 

The  composition  of  funds  sold  through  banks  differs 
from  the  composition  of  funds  sold  through  all  chan¬ 
nels.  At  year-end  1995,  money  market  funds  accounted 
for  over  half  of  the  total  assets  of  mutual  funds  sold 
through  banks,  but  only  one-quarter  of  the  total  assets 
sold  through  all  channels.  Equity  funds  constituted 
nearly  half  of  the  total  assets  of  open-end  mutual  funds, 
but  only  one-quarter  of  the  assets  of  mutual  funds  sold 
through  banks.  Nevertheless,  since  1990  equity  funds 
have  constituted  an  increasing  percentage  of  mutual 
funds  sold  by  banks.6 

The  assets  of  mutual  funds  sold  by  banks  remain  a 
small  percentage  of  total  mutual  fund  assets  —  only  14 
percent  at  year-end  1 995,  up  from  8  percent  at  year-end 


Figure  2 

Mutual  Fund  Sales  at  Banks 
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Source  Upper  Analytical  Services,  Inc  ,  1995  Assets  of  mutual 
funds  sold  through  banks  includes  funds  offered  primarily  to  bank 
customers,  customers  of  correspondents  or  affiliates  of  the  bank  or 
bank  affiliate  advising  or  administering  funds  Furthermore,  these 
figures  exclude  bank  mutual  fund  assets  invested  through  fiduciary 
accounts  and  trust  departments 

'’Sources  1996  Mutual  Fund  Fact  Book,  Investment  Company  In¬ 
stitute.  and  l  ipper  Analytical  Services,  Inc  ,  1995 
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Table  2:  Assets  of  Mutual  Funds  Sold  Through  Banks 

(dollars  in  billions) 


1990 

1991 

1992 

1993 

1994 

1995 

Total 

85.9 

119.7 

158.8 

219.4 

312.8 

393.6 

Equity  funds 

6.0 

12.6 

20.8 

43.2 

68.4 

96.0 

Bond  funds 

3.8 

8.9 

18.9 

30.4 

34.4 

39.8 

Money  market  funds 

73.0 

91.5 

111.0 

133.8 

181.4 

255.1 

Municipal  debt 

3.0 

6.7 

8.1 

11.9 

28.7 

32.7 

1990.  Figure  3  compares  total  industry  mutual  fund 
assets  with  assets  of  mutual  funds  sold  by  banks. 

OCC  Mutual  Fund  Activities 

This  rapid  growth  in  the  assets  of  mutual  funds  sold 
through  banks  and  particularly  the  growing  importance 
of  mutual  funds  in  consumers’  portfolios  raises  con¬ 
cerns  about  bank  customers’  understanding  of  the 
risks  of  mutual  funds  and  banks’  responsibilities  related 
to  their  sales  activities.  The  OCC  has  been  at  the 
forefront  of  efforts  to  address  these  concerns.  We  con¬ 
centrated  our  efforts  first  on  improving  bank  disclosure 
practices.  We  accomplished  this  by  issuing  com¬ 
prehensive  guidance  to  banks,  and  working  directly 
with  banks  through  examinations  and  voluntary  efforts. 
In  addition,  we  provided  information  directly  to  con¬ 
sumers.  The  discussion  below  highlights  the  OCC’s 
involvement  with  respect  to  nondeposit  investment 
sales  at  banks,  the  topic  of  the  second  question  in  your 
letter  of  invitation,  and  our  assessment  of  how  well 
banks  are  providing  customers  information  about  the 
risks  inherent  in  these  products,  the  topic  of  the  fourth 
question. 

Also,  you  expressed  interest  in  the  organization  of  the 
sales  delivery  function  of  nondeposit  investment 

Figure  3 

Mutual  Fund  Assets 


products  at  banks.  As  described  below,  because  the 
overwhelming  majority  of  bank  sales  are  handled  by 
registered  broker/dealer  subsidiaries,  affiliates,  or  inde¬ 
pendent  third  party  vendors,  rather  than  directly  by  the 
bank,  we  coordinate  certain  regulatory  activities  with 
the  National  Association  of  Securities  Dealers  (NASD). 
We  also  coordinate  certain  regulatory  activities  with  the 
SEC.  Shortly,  we  and  the  other  bank  regulators  will 
publish  a  proposal  to  require  those  who  sell  mutual 
funds  at  banks  to  pass  the  same  tests  required  of  other 
mutual  fund  brokers  —  this  is  the  topic  of  your  third 
question  in  the  invitation  letter.  I  will  describe  these 
undertakings  in  generally  chronological  order. 

Banking  Circular 274.  In  July  1993,  we  issued  Banking 
Circular  274,  which  provided  guidance  on  the  retail  sale 
of  mutual  funds  and  other  nondeposit  investment 
products  by  banks  and  through  third  party  vendors.  We 
required  banks  to  develop  programs  and  procedures 
addressing  their  nondeposit  investment  sales  activities 
to  apprise  customers  fully  of  the  nature  of  these  invest¬ 
ments.  Specifically,  we  said  that  banks  should  make  the 
following  product  disclosures  conspicuously:  that  the 
products  offered  are  not  FDIC-insured,  are  not  obliga¬ 
tions  of  the  bank,  are  not  guaranteed  by  the  bank,  and 
involve  risks,  including  the  possible  loss  of  principal. 
We  believe  that  following  this  guidance  is  not  only  good 
for  consumers  but  also  good  business  practice  for 
banks.  It  helps  them  do  a  better  job  of  informing  cus¬ 
tomers  and  protects  the  bank  from  events  that  might 
damage  their  reputation. 

Interagency  Guidelines.  Shortly  after  issuing  Banking 
Circular  274,  we  began  working  closely  with  the  other 
federal  regulators  of  banks  and  thrifts  to  develop  inter¬ 
agency  guidelines  covering  all  aspects  of  a  bank’s 
retail  sales  operations  for  nondeposit  investment 
products.  The  OCC,  the  Federal  Deposit  Insurance 
Corporation  (FDIC),  the  Federal  Reserve  Board  (FRB), 
and  the  Office  of  Thrift  Supervision  (OTS)  released  the 
Interagency  Statement  on  Retail  Sales  of  Nondeposit 
Investment  Products  in  February  1994,  which  super¬ 
seded  Banking  Circular  274.  In  that  statement  we 
clarified  that  banks  should  view  customers'  interest1'  is 
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critical  to  all  aspects  of  their  sales  programs  and  em¬ 
phasized  that  the  federal  banking  regulators  will  act  to 
address  unsafe  and  unsound  banking  practices  and 
violations  of  law  and  regulations  associated  with  bank 
sales  of  mutual  funds  and  other  retail  nondeposit  invest¬ 
ment  products. 

To  minimize  customer  confusion  between  insured  and 
uninsured  products,  the  Interagency  Statement  con¬ 
tains  the  following  specific  guidelines.  First,  the  same 
disclosure  and  advertising  guidelines  as  Banking  Cir¬ 
cular  274  should  apply.  Second,  as  part  of  an  effort  to 
take  steps  to  distinguish  between  retail  deposit-taking 
and  retail  nondeposit  sales  functions,  bank  tellers  and 
other  bank  employees  working  in  a  deposit-taking  area 
such  as  the  teller  area  should  not  sell  uninsured  invest¬ 
ment  products  or  offer  investment  advice.  Third,  the 
statement  provides  that  the  sales  location  should  be 
distinct  from  the  deposit-taking  area.  Fourth,  because 
of  the  potential  for  customer  confusion,  a  bank  should 
not  offer  investment  products  with  a  name  identical  to 
that  of  the  bank.  The  interagency  guidance  also  ad¬ 
dresses  the  supervision  and  training  of  staff  who 
recommend  and  sell  investment  products,  compensa¬ 
tion  for  staff,  the  need  to  ensure  that  investment 
products  recommended  by  the  bank  are  appropriate 
for  each  individual  customer,  and  the  need  for  the  bank 
to  have  an  effective  compliance  program. 

In  response  to  questions  about  the  Interagency  State¬ 
ment,  the  OCC,  the  FDIC,  the  FRB,  and  the  OTS  coor¬ 
dinated  a  response  to  the  banking  and  thrift  industries. 
On  September  12,  1995,  we  issued  a  joint  letter  to  the 
American  Bankers  Association  (ABA)  and  other  in¬ 
dustry  trade  groups  that  clarified  further  certain  ac¬ 
tivities  covered  by  the  Interagency  Statement.  The  OCC 
sent  a  copy  of  that  response  to  all  national  banks  and 
examiners  as  well. 

This  spirit  of  interagency  cooperation  continues.  We  are 
joining  the  other  bank  regulatory  agencies  to  explore 
the  initiatives  discussed  by  Chairman  Heifer  here  today. 
We  are  committed  to  continue  working  with  the  other 
agencies  on  issues  related  to  bank  sales  of  nondeposit 
investment  products. 

Revised  Examinations.  Also  in  1993,  the  OCC  devel¬ 
oped  a  program  of  mutual  fund  examinations  and  is¬ 
sued  draft  examination  procedures  to  ensure  that 
national  banks  complied  with  our  guidelines.  In  August 
1993,  we  began  to  train  our  examiners  in  these  draft 
procedures  Based  on  the  experience  we  gained  in 
using  the  draft  procedures,  we  issued  examiner  proce¬ 
dures  in  February  1994  on  retail  nondeposit  investment 
products  including  mutual  funds.  During  1994,  the 
OCC  provided  extensive  training  to  examiners  on  the 
Interagency  Statement  and  the  examination  guidelines 


and  procedures  we  issued.  Using  these  procedures, 
examiners  review  a  bank’s  business  plan  and  the 
policies  and  procedures  governing  its  mutual  fund 
operations;  its  compliance  with  OCC  guidelines;  its 
response  to  any  criticism  that  the  OCC  made  in  pre¬ 
vious  examinations;  and  its  compliance  with  other 
applicable  laws,  rules,  regulations,  and  regulatory  con¬ 
ditions  imposed  by  the  OCC. 

In  particular,  examiners  perform  an  analysis  of  a 
national  bank’s  disclosures  and  advertising  to  deter¬ 
mine  the  conspicuousness  of  disclosures  in  all  writ¬ 
ten  advertising  and  promotional  materials,  and 
documents  indicating  the  nature  of  oral  disclosures. 
Our  examiners  review  the  bank’s  advertising  to  en¬ 
sure  that  sales  advertisements  are  accurate,  do  not 
mislead  customers  about  the  nature  of  the  product, 
and  include  required  disclosures.  Examiners  also 
review  the  processes  that  banks  have  in  place  for 
areas  such  as  suitability,  product  selection,  compen¬ 
sation,  training,  sales’  setting  and  circumstances, 
compliance,  and  oversight  of  any  third  party  vendor 
selling  on  the  bank’s  premises. 

In  your  invitation  letter,  you  asked  specifically  about  the 
results  of  our  examinations,  in  terms  of  banks’  com¬ 
pliance  with  disclosure  requirements.  In  1995,  to  assure 
examination  consistency,  the  OCC  implemented  a 
Guality  Assurance  Program  (GA)  for  its  nondeposit 
investment  product  examinations.  GA  task  force  mem¬ 
bers  reviewed  examination  results  for  534  nondeposit 
investment  product  examinations  completed  during 
1995. 

The  QA  Program  required  lead  examiners  of  each 
nondeposit  investment  product  examination  to  report 
their  findings  to  the  QA  task  force  and  discuss  the  type 
of  follow-up  action  they  planned  to  recommend  to  bank 
management.  Regarding  bank  compliance  with  the 
Interagency  Statement ,  the  findings  indicate  that  the 
Interagency  Statement  has  been  an  effective  super¬ 
visory  tool.  For  the  most  part,  banks  are  complying  with 
the  disclosure  section  of  the  Interagency  Statement. 
This  shows  improvement  from  the  prior  year.  Where 
examiners  have  noted  noncompliance,  banks  general¬ 
ly  are  taking  appropriate  corrective  action. 

For  the  most  part,  banks  are  also  complying  with  the 
setting  and  circumstances  section  of  the  Interagency 
Statement  { i.e. ,  conducting  sales  or  recommendations 
of  nondeposit  investment  products  in  an  area  segre¬ 
gated  from  the  area  where  retail  deposits  are  taken.) 
Again,  where  examiners  pointed  out  deficiencies  to 
bankers,  the  bankers  promised  to  take  appropriate 
corrective  action.  During  this  year,  many  of  the  ex¬ 
aminations  focused  on  ensuring  that  actions  taken 
since  the  previous  examination  were  effective 
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Further,  the  1996  year-to-date  number  of  consumer  com¬ 
plaints  filed  with  the  OCC  shows  a  dramatic  decrease 
from  the  number  of  complaints  filed  in  1 995.  Few  noncom¬ 
pliance  items  have  led  to  enforcement  actions. 

Consumer  Brochure.  To  provide  information  directly  to 
consumers,  we  published  a  brochure  in  December 
1993  entitled  Deposits  and  Investments:  There's  a  Criti¬ 
cal  Difference.  The  brochure  alerted  bank  customers  to 
the  risks  in  nondeposit  products  sold  by  banks.  We 
have  made  nearly  one  million  copies  of  the  brochure 
available  to  the  public,  and  it  is  also  accessible  on  the 
OCC’s  World  Wide  Web  site. 

Disclosure  Review  Project.  In  1994,  the  OCC  gave 
national  banks  the  opportunity  to  submit  their  dis¬ 
closure  materials  to  us  for  review.  Our  purpose  was  to 
give  national  banks  an  occasion  to  have  their  written 
disclosures  evaluated  at  one  time,  and  to  ensure  con¬ 
sistency  in  the  guidance  provided  by  the  OCC  in  this 
rapidly  developing  area.  More  than  700  national  banks 
voluntarily  submitted  more  than  8,500  different  docu¬ 
ments  for  this  review.  We  provided  each  participating 
bank  a  detailed  analysis  of  the  documents  it  submitted. 
We  also  provided  national  banks  with  a  summary  of  the 
results  of  the  review  and  the  recommendations  we 
made  for  corrective  action. 

“Best  Practices”  Review.  Also  in  1994,  we  concluded  a 
“best  practices”  review  of  five  banks  that  had  under¬ 
taken  significant  efforts  to  inform  their  customers  about 
the  risks  and  returns  of  mutual  funds.  OCC  staff  as¬ 
sisted  in  designing  questionnaires  and  monitored 
telephone  conversations  by  bank  employees  with  bank 
mutual  fund  customers.  We  performed  this  review  to 
determine  whether  purchasers  understood  the  risks 
associated  with  their  purchase,  especially  the  nonin¬ 
sured  status  of  their  investment.  In  particular,  the  OCC 
wanted  to  learn  whether  certain  kinds  of  communica¬ 
tion  were  more  effective  than  others  in  helping  cus¬ 
tomers  understand  the  risks  associated  with  mutual 
fund  purchases.  In  this  review,  we  found  that  the  most 
important  disclosure  mechanism  was  the  oral  dis¬ 
closure  by  the  fund  salesperson. 

Coordination  with  the  SEC.  The  OCC  and  the  SEC 
share  regulatory  and  supervisory  interests  regarding 
mutual  funds.  In  1995,  the  OCC  and  SEC  agreed  to 
coordinate  endeavors  related  to  oversight  of  invest¬ 
ment  advisory  activities.  For  example,  we  and  the  SEC 
have  conducted  several  joint  examinations  of  banks 
and  operating  subsidiaries  involved  in  investment  ad¬ 
visory  activities*,  and  we  will  continue  to  coordinate  joint 
examinations  in  the  future.  Also,  we  share  a  variety  of 
supervisory  and  examination  information  with  the  SEC. 
In  turn,  the  SEC  gives  us  access  to  its  inspection 
reports  and  examination  information. 


NASD  Agreement.  Eighty-seven  percent  of  banks  offer¬ 
ing  retail  securities  brokerage  services  do  so  through 
registered  brokerage  subsidiaries  or  through  arrange¬ 
ments  with  non-affiliated  registered  securities 
broker/dealers.7  Hence,  the  banking  agencies  and  the 
NASD  share  a  common  interest  in  the  supervision  of 
broker/dealers  selling  nondeposit  investment  products 
on  depository  institution  premises  and,  in  particular,  the 
supervision  of  broker/dealers  affiliated  with  a  banking 
organization  or  thrift  association.  To  promote  regulatory 
consistency  and  reduce  unnecessary  burdens,  the  four 
federal  financial  institutions  regulators  and  the  NASD 
signed  an  agreement  in  January  1 995  to  share  informa¬ 
tion  from  examinations  that  would  be  of  interest  to  each 
other.  The  agreement  also  states  that  the  OCC  and  the 
NASD  may  request  that  an  examiner  be  present  during 
the  other’s  examination  of  a  banking  organization.  The 
OCC  will  refer  apparent  violations  of  securities  laws  to 
the  NASD,  and  the  NASD  will  refer  apparent  violations 
of  banking  laws  to  the  OCC.  Our  district  offices  con¬ 
tinue  to  work  with  the  NASD  according  to  the  terms  of 
this  agreement. 

You  asked  me  to  address  how  bank  and  nonbank 
securities  personnel  compare  in  their  sales  practices 
of  nondeposit  investment  products.  We  do  not  super¬ 
vise  nonbank  broker/dealer  sales  representatives. 
Nevertheless,  nonbank  broker/dealer  sales  represen¬ 
tatives  who  are  members  of  the  NASD  are  governed  by 
the  Rules  of  Fair  Practice  of  the  NASD.  These  indi¬ 
viduals  in  addition  to  having  to  adhere  to  the  Rules  of 
Fair  Practice  must  also  follow  the  applicable  Interagen¬ 
cy  Statement  guidelines  if  they  are  involved  with  a 
bank’s  sales  program.  Sales  representatives  who  are 
solely  bank  employees  must  follow  the  Interagency 
Statement  guidelines.  The  NASD’s  Rules  of  Fair  Prac¬ 
tice  do  not  expressly  apply  to  sales  or  recommenda¬ 
tions  made  directly  by  the  bank.  The  OCC  believes  that 
even  when  these  rules  do  not  expressly  apply,  they  are 
an  appropriate  reference  for  a  bank  compliance  pro¬ 
gram  to  be  designed  to  ensure  that  the  bank’s  retail 
sales  of  all  nondeposit  investment  products  are 
operated  in  a  safe  and  sound  manner.  Further,  the 
guidance  of  the  Interagency  Statement  and  the  Comp¬ 
troller’s  Handbook  for  Retail  Sales  of  Nondeposit  Invest¬ 
ment  Products  were  developed  along  the  lines  of  the 
NASD’s  Rules  of  Fair  Practice.  Finally,  both  bank  and 
nonbank  nondeposit  sales  representatives  are  bound  by 
the  anti-fraud  provisions  of  the  federal  securities  laws. 

NASD  Qualifying  Tests.  Recently,  the  staffs  of  the  three 
banking  agencies  have  been  working  with  the  NASD, 
the  SEC,  the  Municipal  Securities  Rulemaking  Board, 


7See  Banks'  Securities  Activities  Oversight  Differs  Depending  on 
Activity  and  Regulator,  GAO,  1995 
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and  the  New  York  Stock  Exchange  to  reach  agreement 
on  applying  professional  qualification  and  testing  re¬ 
quirements  similar  to  those  for  registered  broker/ 
dealers  to  bank  employees  who  recommend  or  sell 
most  securities.  The  three  federal  banking  agencies  are 
working  on  a  proposed  regulation  that  would  require 
persons  recommending  or  selling  mutual  funds  and 
variable  annuities  at  banks  to  pass  the  Series  6  ex¬ 
amination,  and  persons  recommending  or  selling 
mutual  funds,  variable  annuities,  and  all  other  securities 
to  pass  the  Series  7  examination.  The  proposed  regula¬ 
tion  excludes  those  who  sell  government  and  municipal 
securities  at  banks  from  coverage,  because  tests 
and/or  regulatory  requirements  are  imposed  already 
upon  persons  involved  in  the  sale  of  such  securities. 
We  anticipate  publishing  the  proposed  regulation  in  the 
third  quarter  of  1996. 

The  OCC  has  made  great  strides  in  improving  dis¬ 
closure,  reducing  regulatory  burden,  and  making 
banks  aware  of  the  risks  associated  with  mutual  fund 
sales  activities.  Nevertheless,  the  problems  we  face  go 
beyond  disclosure,  as  I  will  discuss  below.  Given  the 
increasing  volume  of  assets  invested  in  mutual  funds, 
the  OCC  wants  to  learn  more  about  mutual  fund  cus¬ 
tomers  to  anticipate  and  address  future  problems. 

OCC/SEC  Joint  Survey 

To  increase  our  level  of  understanding,  I  asked  our 
economists  to  work  with  the  SEC  on  a  joint  study  to 
investigate  mutual  fund  investors’  characteristics  and 
level  of  knowledge  about  the  risks  of  mutual  fund  invest¬ 
ments.  In  1 994,  the  OCC  and  SEC  contracted  with  Market 
Facts,  Inc.,  an  Illinois-based  market  research  firm,  to 
conduct  a  nationwide  telephone  survey  of  a  randomly 
selected  sample  of  mutual  fund  investors  in  the  United 
States.  Between  June  28  and  August  4,  1995,  Market 


Facts  conducted  2,000  telephone  interviews  of  prin¬ 
cipal  financial  decision-makers  who  were  18  years  or 
older  in  households  that  own  mutual  funds. 

The  purpose  of  the  survey  was  to  gain  a  better  under¬ 
standing  of  the  demographic,  financial,  and  fund 
ownership  characteristics  of  mutual  fund  investors,  and 
discover  how  these  characteristics  vary  by  sales  chan¬ 
nel.  Also,  the  economists  designed  the  survey  to  pro¬ 
vide  data  on  mutual  fund  investors’  familiarity  with  the 
costs  and  investment  risks  associated  with  mutual 
funds,  and  the  information  sources  investors  use  to 
learn  about  costs  and  investment  risks.  Finally,  the  OCC 
and  SEC  economists  went  beyond  questions  solely 
related  to  mutual  funds  and  attempted  to  assess  the 
broader  financial  literacy  among  investors.  I  will  sum¬ 
marize  the  key  findings. 

Demographic/Financial  Characteristics.  Overall,  the  sur¬ 
vey  found  that  the  typical  mutual  fund  investor  has  a 
profile  somewhat  different  from  the  average  U.S.  citizen. 
The  average  investor  is  typically  an  older  male  who  has 
attained  a  higher  level  of  education  and  earns  a  higher 
level  of  annual  income  than  the  median  U.S.  household 
income.  In  examining  differences  between  bank  and 
nonbank  mutual  fund  purchasers,  we  found  that  banks 
were  more  likely  than  nonbanks  to  sell  mutual  funds  to 
women  and  to  persons  age  65  and  older.  Investors  who 
attended  graduate  school  were  less  likely  to  purchase 
their  mutual  funds  from  commercial  banks,  while  investors 
who  completed  fewer  than  four  years  of  high  school  were 
more  likely  to  purchase  mutual  funds  from  a  commercial 
bank.  Commercial  bank  mutual  fund  purchasers  on 
average  also  earned  less  than  purchasers  using  other 
sales  channels.  These  differences  in  characteristics 
strongly  suggest  that  banks  serve  a  different  segment  of 
the  market  from  other  mutual  fund  sellers.  Table  3  sum¬ 
marizes  these  results. 


Table  3:  Demographic  Characteristics  of  Mutual  Fund  Investors 


Source  of  Mutual  Fund  Purchase 

Bank 

Nonbank 

Total 

U.S. 

Median  age 

45* 

43 

43 

38** 

Percent  age  65  or  older 

16.0%* 

8.1% 

9.3% 

16.3%*** 

Median  income 

$55,200 

$59,400 

$58,800 

$38,782**** 

Attended  graduate  school 

21.1%* 

27.5% 

26.5% 

N.A. 

Complete  college  and/or 
attended  graduate  school 

49.3% 

55.5% 

54.5% 

20.7% 

Attended  some  high  school 

3.7%* 

1 .5% 

1 .9% 

10.9%*** 

Male 

50.0% 

60.1% 

58.6% 

47.8%*** 

'Denotes  statistical  significance  at  the  5  percent  level  for  bank/nonbank  comparisons 
"Media'  age  of  the  1994  U.S  voting-age  population  Calculated  from  The  Statistical  Abstract  of  the  U  S,  1995,  p  289 
•••pr.fr  or  t  of  the  1994  U.S  votmg-age  population  Source  The  Statistical  Abstract  of  the  U  S  .  1995,  p  289 
'**'1994  media'  US  household  income 'Source  US  Census  Bureau 
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Table  4:  Investor  Knowledge  of  Risk  Associated  with  Mutual  Funds 


Type  of  Fund 

Response 

Source  of  Mutual  Fund  Purchase 

Bank 

Nonbank 

Total 

Equity  fund 

Can  lose  money 

93.9% 

94.0% 

94.0% 

Can’t  lose  money 

2.7% 

1.8% 

2.0% 

Don’t  know 

3.4% 

4.2% 

4.1% 

Bond  fund 

Can  lose  money 

72.8% 

71.6% 

71.8% 

Can’t  lose  money 

13.3% 

12.1% 

12.3% 

Don’t  know 

14.0% 

16.4% 

16.0% 

Money  market  fund 

Can  lose  money 

64.0% 

63.8% 

63.9% 

Can’t  lose  money 

20.1% 

20.6% 

20.5% 

Don’t  know 

16.0% 

15.6% 

15.7% 

Knowledge  of  Mutual  Fund  Investors.  The  survey  asked 
respondents  questions  to  determine  their  familiarity 
with  the  terminology,  performance  over  time,  expenses, 
and  investment  risks  associated  with  mutual  funds,  and 
the  information  sources  used  to  learn  about  these 
items.  The  results  showed  the  vast  majority  of  mutual 
fund  investors  (94  percent)  knew  they  could  lose  money 
in  a  stock  fund.  A  substantial  majority  also  knew  they 
could  lose  money  in  a  bond  fund  (72  percent)  or  a 
money  market  fund  (64  percent).  The  latter  statistic  may 
be  less  troubling  than  it  might  seem  at  first  blush.  More 
than  25  percent  of  the  respondents  who  believed  an 
investor  cannot  lose  money  in  a  money  market  fund 
believed  so  because  the  fund  holds  “safe  assets.” 
Because  the  SEC  limits  holdings  of  money  market 
funds  to  relatively  short-term  safe  instruments,  this  sur¬ 
vey  response  has  some  basis  in  fact. 

The  survey  found  virtually  no  difference  in  knowledge 
level  between  investors  who  purchased  mutual  funds 
from  banks  and  those  who  purchased  from  nonbanks, 
despite  the  fact  that  the  survey  also  found  that  bank 
investors  were  generally  older  and  less  well  educated 
than  those  who  purchased  mutual  funds  from  other 


distribution  channels.  Table  4  summarizes  these  re¬ 
sults. 

In  general,  the  survey  results  indicated  that  the  level  of 
investor  knowledge  about  expense  ratios,  loads,  and 
fees  could  be  improved.  As  Table  5  shows,  only  19 
percent  of  respondents  gave  an  estimate  of  the  expen¬ 
ses  for  their  largest  mutual  fund ,  but  43  percent  of  those 
who  were  unable  to  provide  an  estimate  replied  that 
they  knew  a  fund’s  expenses  at  the  time  of  purchase. 
In  addition,  70  percent  were  familiar  with  the  term  “sales 
load.”  Survey  respondents  appeared  to  be  less  aware 
of  the  negative  relationship  that  typically  occurs  be¬ 
tween  fund  expenses  and  fund  returns.  Only  1 6  percent 
of  the  survey  respondents  believed  that  higher  expen¬ 
ses  led  to  lower  than  average  fund  returns. 

Generally,  as  Table  6  shows,  the  respondents  named 
the  prospectus,  employer-provided  materials,  and 
financial  periodicals  as  important  sources  of  informa¬ 
tion.  Nearly  60  percent  of  all  respondents  named  the 
prospectus  as  a  source  of  information,  and  15.2  per¬ 
cent  named  it  as  the  best  source  of  information.  Bank 
mutual  fund  purchasers  were  significantly  less  likely 


Table  5:  Investor  Familiarity  with  Mutual  Fund  Costs 


Source  of  Mutual  Fund  Purchase 


Bank 

Non  bank 

Total 

Provided  estimate  of  fund  expenses 

15.3% 

19.5% 

18.9% 

Knew  expenses  at  time  of  purchase 

46.1% 

42.4% 

43.0% 

Familiar  with  sales  loads 

62.6%* 

70.7% 

69.5% 

Expect  lower  than  average  return  from  a  fund 
with  higher  than  average  expenses 

9.7%* 

16.8% 

15.7% 

‘Denotes  statistical  significance  at  the  5  percent  level  for  bank/nonbank  comparisons 
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Table  6:  Frequently  Cited  Information  Sources  Used  in  Purchasing  Funds 


Information  Sources 

Source  Used 

Best  Source  Used 

Source  of  Mutual  Fund  Purchase 

Source  of  Mutual  Fund  Purchase 

Bank 

Non bank 

Total 

Bank 

Nonbank 

Total 

Prospectus 

51.2% 

58.8% 

57.7% 

13.9% 

15.4% 

15.2% 

Broker 

27.4% 

31.6% 

31.0% 

11.0%* 

17.9% 

16.9% 

Friends/family 

40.4% 

37.2% 

37.6% 

20.9%* 

15.5% 

16.3% 

Financial  newspapers  or  magazines 

41.4% 

42.1% 

42.0% 

13.6% 

17.7% 

17.1% 

Employer 

34.4% 

46.3% 

44.5% 

18.7%* 

28.1% 

26.7% 

Banker 

41.1% 

5.0% 

10.3% 

19.4%* 

1 .6% 

4.2% 

'Denotes  statistical  significance  at  the  5  percent  level  for  bank/nonbank  comparisons. 


than  nonbank  fund  purchasers  to  use  a  prospectus, 
and  more  likely  to  use  a  banker  as  a  source  of  informa¬ 
tion.  They  most  frequently  cited  friends  or  family  as  the 
most  important  source  of  information. 

The  authors  of  this  report  also  went  beyond  questions 
related  solely  to  mutual  fund  investments  and  at¬ 
tempted  to  assess  the  level  of  broader  financial  literacy 
among  investors.  They  derived  a  measure  of  broader 
financial  literacy  by  calculating  a  quiz  score  based  on 
investors'  correct  answers  to  a  number  of  questions. 
The  results  of  this  proxy  for  broader  investor  financial 
literacy  suggest  that  investors  can  improve  their  overall 
financial  knowledge.  Other  recent  studies  have  con¬ 
firmed  this  finding.  Money  magazine  and  the  Vanguard 
Funds  Group  conducted  a  survey  of  nearly  1 ,500  mutu¬ 
al  fund  investors  and  arrived  at  similar  conclusions.8 

Quiz  respondents  on  average  answered  slightly  more 
than  half  of  the  quiz  questions  correctly.  On  average, 
the  scores  generally  improved  with  increased  age, 
education,  and  income  levels.  Furthermore,  respon¬ 
dents  who  reported  that  financial  publications  and  the 
prospectus  were  the  best  sources  of  information 
scored  higher  on  the  test.  Commercial  bank  mutual 
fund  purchasers  had  statistically  significantly  lower 
mean  quiz  scores  than  nonbank  fund  purchasers.  This 
is  consistent  with  the  demographics  of  commercial 
bank  mutual  fund  purchasers,  especially  the  likelihood 
of  less  education  and  lower  income  than  nonbank 
purchasers. 

To  summarize,  the  survey  results  suggest  that  mutual 
fund  investor  knowledge  of  the  expenses  and  risks 
associated  with  mutual  funds  could  be  improved,  more 


'"'/*!  v,  Survey  Financial  Illiteracy.  Bad  Habits  Dangerous  Mix  for 
Investors  investor  Protection  Truc.t,  May  *1996 


so  in  some  areas  than  others.  This  conclusion  seems 
to  hold  regardless  of  the  sales  channel  through  which 
investors  purchase  the  mutual  funds.  In  most  cases, 
bank  mutual  fund  purchasers  had  the  same  level  of 
knowledge  about  risks  and  expenses  of  mutual  funds 
as  nonbank  fund  purchasers,  despite  the  fact  that  bank 
mutual  fund  customers  were  typically  less  educated 
and  had  less  income  than  those  who  purchased  their 
funds  through  other  channels. 

Conclusion 

Mutual  funds  continue  to  play  a  greater  role  in  the 
investment  portfolios  of  American  savers.  The  OCC 
responded  to  this  growth  over  the  past  few  years  by 
developing  appropriate  protections  for  consumers  and 
safeguards  aimed  at  maintaining  bank  safety  and 
soundness  and  improving  customer  awareness  of  the 
risks  associated  with  mutual  funds.  The  results  of  the 
OCC  and  SEC  economists’  survey  suggest  that  there 
is  room  for  improvement  in  investor  knowledge  of  the 
risks  and  expenses  associated  with  mutual  funds,  and 
that  more  can  be  done  to  make  mutual  fund  prospec¬ 
tuses  of  greater  use  to  investors.  As  the  mutual  fund 
share  of  investor  portfolios  continues  to  expand  in  the 
future,  the  need  to  improve  overall  financial  literacy  will 
become  more  important  as  a  greater  number  of  less 
financially  sophisticated  investors  begin  to  purchase 
mutual  funds. 

The  ongoing  challenge  of  improving  investor  financial 
literacy  extends  well  beyond  simply  designing 
regulatory  requirements.  Ultimately,  the  goal  of  better 
educated  investors  can  only  be  achieved  by  a  con¬ 
certed  joint  effort  involving  numerous  parties,  including 
plan  sponsors,  brokers,  fund  companies,  and  govern¬ 
mental  regulatory  agencies.  The  growing  importance 
of  mutual  funds  and  other  nondeposit  investments  as 
savings  repositories  suggests  that  the  federal  govern¬ 
ment  should  be  involved  in  this  endeavor 


78  Quarterly  Journal,  Vol  15,  No.  3,  September  1996 


One  possible  avenue  to  improve  investor  under¬ 
standing  is  to  make  the  prospectus  easier  to  read. 
Although  the  investors  surveyed  in  our  study  consulted 
the  prospectus  more  than  any  source  of  information, 
more  than  40  percent  of  those  surveyed  purchased 
their  funds  without  reading  the  prospectus.  Moreover, 


the  survey  respondents  considered  the  prospectus 
only  the  fifth  best  source  of  information  about  the  funds 
they  purchased.  We  are  aware  that  the  SEC  is  exploring 
ways  to  shorten  and  simplify  the  prospectus,  and  we 
support  that  effort.  We  welcome  opportunities  to  work 
with  other  agencies  in  this  regard. 
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714— April  1996 


Dear  Sir/Madam: 

This  letter  responds  to  your  correspondence  of  Febru¬ 
ary  8,  1996,  concerning  the  formation  of  a  community 
development  bank  (CDB)  in  Louisville,  Kentucky.  As 
your  letter  explains,  a  number  of  traditional  banking 
institutions  (the  banks)  have  made  equity  capital  com¬ 
mitments  to  the  CDB.  The  banks  have  voiced  concern, 
however,  about  the  effect  these  investments  would 
have  on  their  Community  Reinvestment  Act  (CRA) 
evaluations.  Along  with  my  counterparts  at  the  Federal 
Reserve  Board  (FRB),  Federal  Deposit  Insurance  Cor¬ 
poration  (FDIC),  and  Office  of  Thrift  Supervision  (OTS), 

I  wish  to  reassure  the  banks  that  the  proposed  invest¬ 
ments  in  the  CDB  would  have  a  positive  impact  on  their 
CRA  evaluations.  The  following  discussion  addresses 
the  specific  areas  of  concern  raised  by  the  banks. 

I.  Community  Development  Banks 

In  your  letter,  you  ask  whether  the  federal  financial 
supervisory  agencies  encourage  the  support  of  com¬ 
munity  development  banks  by  traditional  banking  insti¬ 
tutions.  As  you  know,  the  CRA  was  designed  to 
encourage  institutions  to  help  meet  the  credit  needs  of 
their  entire  communities,  including  low-  and  moderate- 
income  areas,  consistent  with  safe  and  sound  lending 
practices.  The  preamble  to  the  new  CRA  regulation, 
which  was  published  May  4,  1995,  expressly  recog¬ 
nizes  bank  support  of  community  development  banks 
as  a  means  of  meeting  community  credit  needs. 

Banks  may  receive  CRA  consideration  for  community 
development  loans  to,  or  investments  in,  “financial  in¬ 
termediaries”  such  as  community  development  banks. 
See  60  Fed.  Reg.  at  22,160  n.1;  see  also  60  Fed.  Reg. 
at  22,162  n.3.1  The  regulation  defines  “community  de¬ 
velopment”  as:  (1)  affordable  housing  for  low-  or  mod¬ 
erate-income  individuals;  (2)  community  services 
targeted  to  low-  or  moderate-income  individuals;  (3) 
activities  that  promote  economic  development  by  fi¬ 
nancing  small  businesses  and  farms;  or  (4)  activities 
that  revitalize  or  stabilize  low-  or  moderate-income 
geographies.  60  Fed.  Reg.  at  22,179;  22,190;  22,202; 
and  22,212-3  (to  be  codified  at  12  CFR  25.12(h), 
228. 1 2(h),  345. 1 2(h),  and  563e.  1 2(g)).  If  the  proposed 
CDB  primarily  supports  one  or  more  of  these  activities, 


Aor  your  convenience,  attached  are  the  Federal  Register  sections 
containing  the  new  CRA  regulation,  the  Interagency  Community 
Reinvestment  Act  Examination  Procedures  for  Large  Retail  Institu¬ 
tions,  and  a  recent  interagency  letter  addressing  the  evaluation  of  an 
institution’s  investments  in  a  community  development  bank  under  the 
investment  and  lending  test  of  the  new  CRA  rule 


examiners  will  view  the  banks’  investments  in  the  CDB 
favorably  during  their  CRA  evaluations. 

The  new  CRA  regulation  sets  out  a  number  of  different 
tests  for  examiners  to  use  in  evaluating  CRA  perform¬ 
ance,  depending  on  the  size  and  business  strategy  of 
the  institution.  Your  letter  focuses  on  whether  the  banks’ 
investments  in  the  CDB  will  receive  positive  considera¬ 
tion  under  the  regulation’s  lending  test.  The  lending  test 
evaluates  an  institution’s  lending  activities  by  consider¬ 
ing  the  institution’s  home  mortgage,  small  business, 
small  farm,  community  development,  and  in  some  in¬ 
stances,  consumer  lending.  Among  the  performance 
criteria  considered  in  the  lending  test  is  an  institution’s 
community  development  lending,  including  the  number 
and  amount  of  community  development  loans  and  their 
complexity  and  innovativeness.  See  60  Fed.  Reg.  at 
22,181;  22,192;  22,203;  and  22,214  (to  be  codified  at 
12  CFR  25.22(b)(4),  228.22(b)(4),  345.22(b)(4),  and 
563e. 22(b)(4)).  A  “community  development  loan”  must 
have  community  development  as  its  primary  purpose 
and,  except  in  the  case  of  wholesale  or  limited  purpose 
banks,  must  benefit  the  institution’s  assessment  area(s) 
or  a  broader  statewide  or  regional  area  that  includes 
the  institution’s  assessment  area(s).  See  60  Fed.  Reg. 
at  22,179;  22,190;  22,202;  and  22,213  (to  be  codified 
at  12  CFR  25.12(i)(1)  and  (2)(ii),  228.12(0(1)  and  (2)(ii), 
345.12(0(1)  and  (2)(ii),  and  563e.12(i)(1 )  and  (2)(ii)). 

The  regulation  allows  an  institution  that  invests  in  a 
community  development  financial  institution,  such  as 
the  CDB,  that  uses  the  institution’s  investment  to  make 
loans  to  receive  consideration  under  the  lending  test 
for  its  pro  rata  share  of  community  development  loans 
made  by  the  entity.  See 60  Fed.  Reg.  at  22,181;  22,192; 
22,203-04;  and  22,215  (to  be  codified  at  12  CFR 
25.22(d),  228.22(d),  345.22(d),  and  563e.22(d)).  An 
institution  that  purchases  loans  from  another  institution, 
as  opposed  to  originating  the  loans  directly,  will  also 
receive  consideration  under  the  lending  test.  See  60 
Fed.  Reg.  at  22,181 ;  22,192;  22,203;  and  22,214  (to  be 
codified  at  12  CFR  25.22(a)(2),  228.22(a)(2), 
345.22(a)(2),  and  563e. 22(a)(2)).  In  the  proposal  you 
have  described,  if  a  bank  elected  lending  test  consid¬ 
eration,2  the  bank  would  receive  consideration  for  the 


Alternatively,  the  banks  may  choose  to  have  their  investments  in  the 
CDB  evaluated  under  the  investment  test  The  investment  test  evalu¬ 
ates  an  institution's  number  and  amount  of  qualified  investments,  the 
innovativeness  or  complexity  of  its  qualified  investments,  the  respon¬ 
siveness  of  the  qualified  investments  to  credit  and  community  devel¬ 
opment  needs,  and  the  degree  to  which  the  qualified  investments 
are  not  routinely  provided  by  private  investors  See  60  Fed  Reg  at 
22,181,  22,192,  22,204,  and  22,215  (to  be  codified  at  12  C  F  R  §§ 
25.23(e),  228  23(e),  345.23(e),  and  563e  23  (e))  Qualified  invest¬ 
ments  include  investments  in  community  development  banks  that 
primarily  lend  in  low-  and  moderate-income  areas  or  to  low-  and 
moderate-income  individuals  to  promote  community  development 
See  60  Fed  Reg  at  22,162  n  3  Finally,  the  banks  could  chon  .  to 
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amount  of  community  development  loans  made  as  a 
result  of  its  investment  in  the  CDB  and  for  the  amount 
of  any  such  loans  that  it  purchases  from  the  CDB  3 

II.  Market  Share  Analysis  and  Performance  Context 

Your  letter  also  raises  a  number  of  issues  concerning 
market  share  analysis  and  performance  context  under 
the  new  CRA  regulation.  The  new  CRA  regulation  is  the 
result  of  a  comprehensive  effort  by  the  agencies  to 
reform  their  standards  for  evaluating  CRA  compliance. 
This  reform  effort  involved  the  publication,  in  1993  and 
1994,  of  proposed  revisions  to  the  CRA  regulation. 
Under  the  1993  proposal,  an  institution’s  lending  efforts 
would  have  been  evaluated  principally  by  comparing 
its  share  of  reported  housing,  small  business,  and 
consumer  loans  in  low-  and  moderate-income  areas  in 
its  service  area  with  its  share  of  such  loans  in  other  parts 
of  its  service  area.  Many  commenters  were  concerned, 
however,  that  this  market  share  analysis  would  promote 
credit  allocation  because  it  would  not  adequately  re¬ 
flect  differences  among  institutions  and  the  communi¬ 
ties  they  serve. 

The  1994  proposal  responded  to  these  concerns  by 
eliminating  the  market  share  analysis  as  the  linchpin  of 
the  lending  test  and  by  introducing  the  concept  of 
“performance  context.”4  “Performance  context”  de¬ 
scribes  the  type  of  information  about  an  institution  and 
its  community  that  an  examiner  must  review  in  order  to 
assess  adequately  the  institution’s  performance.  This 
basic  demographic  and  other  information  about  an 
institution  and  its  community  provides  the  context  for 
evaluating  data  on  an  institution's  lending,  service,  and 
investment  performance.  In  determining  the  individual 
context  in  which  a  particular  institution’s  performance 
should  be  evaluated,  examiners  must  review  demo¬ 
graphic  and  economic  data  about  the  institution’s  as¬ 
sessment  area(s),  and  information  about  local 
economic  conditions,  the  institution’s  major  business 
products  and  strategies,  and  its  financial  condition, 


have  part  of  their  investments  in  the  CDB  evaluated  under  the  invest¬ 
ment  test  and  part  under  the  lending  test  See  Letter  from  Matthew 
Roberts,  Director,  Community  and  Consumer  Law  Division,  Office  of  the 
Comptroller  of  the  Currency  (February  21 ,  1996)  (attached) 

’Some  of  the  banks  have  also  asked  whether  they  would  receive  CRA 
consideration  for  the  sale  to  the  CDB,  at  market  rates,  of  high-quality 
commercial  loans  (other  than  small  business  loans)  in  order  to 
support  the  CDB  by  providing  it  with  high  quality  assets  to  carry  on 
its  books  Ordinarily,  examiners  would  not  consider  this  type  of 
transaction  in  evaluating  an  institution's  lending,  qualified  invest¬ 
ments  or  services  However,  an  institution  may  provide,  and  examin¬ 
ers  will  consider,  any  information  that  demonstrates  how  an  institution 
is  helping  meet  credit  needs  in  its  assessment  area(s)  An  institution 
that  believes  that  a  certain  transaction  helps  meet  those  credit  needs 
should  therefore,  bring  that  transaction  to  its  examiner’s  attention 
rr>e  1 994  proposal  used  the  term  "assessment  context "  The  final 
rule  changed  that  term  to  performance  context''  to  better  describe 

ition  process  See  60  Fed 

Reg  at  22.162 


capacity,  and  ability  to  lend  or  invest  in  its  community. 
See  60  Fed.  Reg.  at  22,180;  22,191;  22,2031;  and 
22,214  (to  be  codified  at  12  CFR  25.21(b),  228.21(b), 
345.21(b),  and  563e. 21(b)).  Requiring  examiners  to 
consider  these  factors  is  consistent  with  a  fundamental 
underpinning  of  the  new  CRA  regulation  —  that  the 
differences  in  institutions  and  the  communities  in  which 
they  do  business  preclude  rigid  and  inflexible  rules. 

The  lending  test  of  the  new  rule  has  five  performance 
criteria,  one  of  which  is  the  geographic  distribution  of 
an  institution’s  loans.  See  60  Fed.  Reg.  at  22,181; 
22,192;  22,203;  and  22,214  (to  be  codified  at  12  CFR 
25.22(b)(2),  228.22(b)(2),  345.22(b)(2),  and 
563e. 22(b)(2)).  As  part  of  the  geographic  distribution 
analysis,  an  examiner  may  include,  among  other  analy¬ 
ses,  an  analysis  of  the  lending  performance  of  other 
lenders,  if  such  an  analysis  would  provide  accurate 
insight.  This  analysis  may  be  useful  in  reaching  a  con¬ 
clusion  as  to  whether  an  institution’s  abnormally  low 
loan  penetration  in  certain  areas  should  constitute  a 
negative  consideration.  See 60  Fed.  Reg.  at  22165;  see 
also  Interagency  Community  Reinvestment  Act  Exami¬ 
nation  Procedures  for  Large  Retail  Institutions  at  6. 
Nonetheless,  this  analysis  is  not  required  and  is  simply 
one  tool  of  many  that  an  examiner  may  use  in  evaluating 
one  lending  test  criterion.  The  new  CRA  regulation  does 
not  require  examiners  to  use  any  single  type  of  analysis 
and  would  not  link  any  particular  ratio  with  a  particular 
lending  test  rating  or  overall  CRA  rating. 

The  existence  of,  and  the  banks’  support  for,  the  CDB  in 
Louisville  are  certainly  factors  examiners  would  consider 
as  part  of  the  performance  context  in  which  to  evaluate 
the  banks’  CRA  performance.  If  the  CDB  eventually  domi¬ 
nates  low-  and  moderate-income  lending  in  parts  of  the 
banks’  assessment  areas  because  of  its  unique  ability  to 
address  community  development  needs,  the  banks  will 
not  be  penalized  in  their  CRA  evaluations  even  though 
their  share  of  loans  made  in  low-  and  moderate-income 
areas  may  decline.  Instead,  and  for  the  reasons  set  forth 
above,  the  banks  will  receive  favorable  consideration  for 
their  investments  in  the  CDB  and  for  any  loans  that  they 
purchase  from  the  CDB. 

III.  Examiner  Training 

In  your  letter,  you  ask  how  the  agencies  "intend  to 
cultivate  sensitivity  on  the  part  of  bank  examiners  to  the 
nuances  of  performance  context."  As  discussed 
above,  performance  context  is  a  fundamental  concept 
in  the  new  CRA  regulation  and  therefore  was  discussed 
extensively  in  recent  examiner  training. 

In  December  1995,  the  agencies  completed  the  last  of 
five  sessions  of  interagency  examiner  training.  These 
four-day  sessions  were  held  in  Dallas,  San  Francisco. 
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Atlanta,  Chicago,  and  Boston.  CRA  compliance  spe¬ 
cialists  from  all  four  agencies,  including  the  individuals 
who  drafted  the  CRA  examination  procedures,  pro¬ 
vided  instruction  in  all  aspects  of  the  CRA  regulations 
and  examination  procedures.  In  addition,  the  training 
featured  presentations  by  bankers  and  other  commu¬ 
nity  representatives. 

In  order  to  ensure  that  both  new  and  experienced 
examiners  have  adequate  training,  the  agencies  will 
incorporate  ongoing  CRA  training  on  the  revised  regu¬ 
lations  as  a  regular  component  of  their  consumer  com¬ 
pliance  training  curricula  for  examiners.  If  needed,  the 
agencies  will  also  offer  specialized  CRA  training,  either 
individually  or  on  an  interagency  basis. 

I  trust  this  letter  has  been  responsive  to  your  inquiry. 
You  may  also  be  interested  to  know  that  the  staffs  of  the 
four  financial  supervisory  agencies  are  presently  devel¬ 
oping  written  guidance  to  assist  in  resolving  interpretive 
questions  arising  under  the  new  CRA  regulation. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  * 


715— April  1996 

Dear  Sir/Madam: 

This  letter  responds  to  your  correspondence  of  Febru¬ 
ary  20,  1996,  concerning  the  treatment  under  the 
Community  Reinvestment  Act  (CRA)  of  investments  by 
financial  institutions  in  a  specified  fund.  Specifically, 
you  have  asked  whether  financial  institution  investors 
in  the  fund  will  receive  positive  consideration  as  quali¬ 
fied  investments  under  the  CRA  regulation’s  Invest¬ 
ment  and  Community  Development  Tests  for  the 
amounts  the  institutions  invest  in  the  Fund.  An  invest¬ 
ment  in  the  fund  would  be  considered  a  qualified 
investment  if  the  underlying  debt  securities  compris¬ 
ing  the  Fund  collectively  primarily  promote  community 
development  activities. 

As  you  know,  the  four  bank  and  thrift  agencies  have 
promulgated  substantively  identical  CRA  regulations. 
Therefore,  staff  from  all  of  the  agencies  have  consid¬ 
ered  the  issues  you  raised,  and  they  concur  in  the 
opinions  expressed  in  this  letter.  Furthermore,  this  letter 
discusses  only  whether  lawful*  investments  in  the  fund 


‘The  CRA  and  its  implementing  regulations  do  not  provide  authority 
for  institutions  to  make  investments  that  are  not  otherwise  allowed 
under  federal  laws  and  regulations. 


by  federally  regulated  financial  institutions  would  re¬ 
ceive  favorable  consideration  under  the  CRA  regula¬ 
tions.  The  federal  financial  institutions  regulatory 
agencies  do  not  endorse  particular  investment  oppor¬ 
tunities  offered  to  financial  institutions. 

The  Fund 

As  your  letter  and  the  Private  Offering  Memorandum 
(POM)  dated  February  16,  1996,  explain,  “[t]he  Fund’s 
investment  objective  is  to  invest  in  geographically  spe¬ 
cific  private  placement  debt  securities  and  to  earn  a  ... 
return  over  the  life  of  the  Fund  ....  The  Fund’s  economic 
objective  is  to  act  as  a  source  of  long-term  fixed  rate 
capital  for  people,  institutions  and  communities  that  do 
not  have  full  and  efficient  access  to  the  traditional 
banking  and/or  capital  markets.”  POM  at  2.  Financial 
institutions  will  purchase  common  stock  in  the  fund.  The 
minimum  financial  institution  investment  will  be  $5  mil¬ 
lion  with  a  six  year  minimum  commitment.  When  a 
financial  institution  decides  to  invest  in  the  fund,  the 
institution  will  designate  a  selected  target  region  in 
which  the  fund  will  invest.  A  target  region  may  include 
a  state,  a  multistate  region,  a  portion  of  a  state  or  the 
entire  United  States.  The  fund  will  serve  a  maximum  of 
eight  target  regions.  Institutions’  returns  are  paid  ac¬ 
cording  to  the  performance  of  the  fund’s  overall  invest¬ 
ment  portfolio.  Institutions,  therefore,  will  be  able  to 
make  geographically  specific  commitments  and  simul¬ 
taneously  receive  geographically  diverse  returns. 

According  to  the  information  provided,  before  invest¬ 
ing,  the  fund  will  assess  the  community  development 
infrastructure  in  all  investor  targeted  regions  to  deter¬ 
mine  what  economic  financing  activities,  such  as 
grants,  loans  and  other  investments,  are  currently  tak¬ 
ing  place.  The  fund  will  then  determine  what  new  in¬ 
vestments  would  be  practical,  innovative  and  add 
value  to  the  targeted  communities.  The  fund  intends 
that  each  investment  will  fill  a  capital  gap  and  not  simply 
replace  existing  funding. 

Through  this  process,  the  fund  will  create  an  actively 
managed  bond  portfolio.  The  portfolio  will  be  com¬ 
prised  of  privately  placed  securities  supporting  af¬ 
fordable  housing,  education,  small  business  loan 
securitizations,  and  other  job-creating  investments  in 
the  target  regions.  The  fund  intends  to  invest  up  to 
50  percent  of  its  total  assets  (but  not  less  than  25 
percent)  in  securities  issued  by  providers  of  afford¬ 
able  housing. 

Discussion 

Under  the  new  CRA  regulations,  regardless  of  the 
assessment  method  used  by  examiners,  financial  insti¬ 
tutions  can  receive  positive  consideration  for  muk  ig 
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"qualified  investments  ’  "Qualified  investment”  is  defined 
in  the  new  regulations  as: 

[AJ  lawful  investment,  deposit,  membership  share 
or  grant  that  has  as  its  primary  purpose  commu¬ 
nity  development. 

60  Fed.  Reg.  at  22,180;  22,191 ;  22,202;  and  22,213  (to 
be  codified  at  12  CFR  25.12(s),  228.12(s),  345. 1 2(s), 
and  563e.12(r)).  “Community  development”  is  defined 
as: 

(1 )  Affordable  housing  (including  multifamily  rent¬ 
al  housing)  for  low-  or  moderate-income  individu¬ 
als; 

(2)  Community  services  targeted  to  low-  or  mod¬ 
erate-income  individuals; 

(3)  Activities  that  promote  economic  development 
by  financing  businesses  or  farms  that  meet  the 
size  eligibility  standards  of  13  CFR  121.802(a)(2) 
and  (3)  or  have  gross  annual  revenues  of  $1 
million  or  less;  or 

(4)  Activities  that  revitalize  or  stabilize  low-  or 
moderate-income  geographies. 

60  Fed.  Reg.  at  22,179;  22,190;  22,202;  and  22,212  (to 
be  codified  at  12  CFR  25.12(h),  228.12(h),  345.12(h), 
and  563e.  12(g)).  The  term  “primary  purpose”  is  not 
further  defined;  however,  it  is  commonly  understood  to 
mean  that  the  main  purpose  of  the  investment  activity 
is  community  development. 

Large  institutions’  CRA  performance  is  typically  evalu¬ 
ated  under  the  lending,  investment  and  service  tests. 
Examiners  consider  large  institutions’  qualified  invest¬ 
ments  under  the  investment  test.  See  60  Fed.  Reg.  at 
22,181;  22,192;  22,204;  and  22,215  (to  be  codified  at 
12  CFR  25.23(a),  228.23(a),  345.23(a),  and 
563e. 23(a)).  In  a  small  institution  examination,  examin¬ 
ers  may  adjust  an  institution’s  loan-to-deposit  ratio,  if 
appropriate,  based  on  qualified  investments.  See  60 
Fed  Reg.  at  22,182;  22,193;  22,205;  and  22,216  (to  be 
codified  at  12  CFR  25.26(a)(1),  228.26(a)(1), 
345.26(a)(1),  and  563e.26(a)(1 )).  Qualified  invest¬ 
ments  may  also  be  considered  to  determine  if  a  small 
institution  merits  an  outstanding  CRA  rating.  See  60 
Fed.  Reg.  at  22, 1 88;  22,200;  22,2 1 1 ;  and  22,223  (to  be 
codified  at  12CFR  25  app  A(d)(2),  pt.  228 app.  A(d)(2), 
pt  345  app  A(d)(2),  and  pt.  563e  app.  A(d)(2)).  The 
community  development  test,  which  is  appropriate  for 
institutions  designated  as  wholesale  and  limited  pur¬ 
pose  institutions,  evaluates,  inter  alia,  the  number  and 
amount  of  qualified  investments  See  60  Fed.  Reg.  at 
22  182,  22. 193;  22,204,  and  22,215  (to  be  codified  at 
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12  CFR  25.25(c)(1),  228.25(c)(1),  345.25(c)(1),  and 
563e.25(c)(1)).  And,  finally,  institutions  evaluated  on 
the  basis  of  a  strategic  plan  must  include  in  their  plan 
how  they  intend  to  meet  the  credit  needs  of  their  as¬ 
sessment  area(s).  They  may  meet  credit  needs  through 
lending,  investment ,  and/or  services,  as  appropriate. 
See 60  Fed .  Reg .  at  22, 1 83;  22, 1 94;  22,205;  and  22,2 1 6 
(to  be  codified  at  12  CFR  25.27(f)(1),  228.27(f)(1), 
345.27(f)(1),  and  563e. 27(f)(1))  (emphasis  added). 

In  the  case  of  a  retail  institution,  a  qualified  investment 
must  benefit  the  institution’s  assessment  area(s)  or  a 
broader  statewide  or  regional  area  that  includes  the 
assessment  area(s).  60  Fed.  Reg.  at  22,181;  22,192; 
22,204;  and  22,215  (to  be  codified  at  12  CFR  25.23(a), 
228.23(a),  345.23(a),  and  563e. 23(a)).  Wholesale  and 
limited  purpose  institutions  can  also  receive  considera¬ 
tion  for  qualified  investments  nationwide  if  they  have 
adequately  addressed  community  development  needs 
in  their  assessment  area(s).  60  Fed.  Reg.  at  22,182; 
22,193;  22,204-05;  and  22,216  (to  be  codified  at  12 
CFR  25.25(e),  228.25(e),  345.25(e),  and  563e.25(e)). 

An  investment  in  the  fund  would  be  a  “qualified  invest¬ 
ment”  if  the  fund  primarily  promotes  community  devel¬ 
opment.  In  order  for  the  fund  to  satisfy  this  requirement, 
the  debt  securities  composing  the  fund  must,  when 
considered  collectively,  primarily  promote  community 
development  activities.  In  this  regard,  you  should  be 
aware,  for  example,  that  a  mortgage-backed  security 
is  considered  a  qualified  investment  only  if  the  entire 
security  primarily  funds  affordable  housing  (including 
multifamily  rental  housing)  for  low-  or  moderate-income 
individuals.  In  addition,  investments  promoting  educa¬ 
tion  are  "qualified  investments”  only  if  they  are  targeted 
to  low-  or  moderate-income  individuals.  Furthermore, 
institutions  should  consider  the  regulation’s  geographic 
limitations  on  consideration  of  qualified  investments 
when  designating  a  selected  target  region  in  which  the 
fund  will  invest.  For  example,  for  a  retail  institution,  the 
selected  target  region  must  consist  of  the  institution’s 
assessment  area(s)  or  a  broader  statewide  or  regional 
area  that  includes  the  assessment  area(s). 

I  trust  that  this  letter  is  responsive  to  your  inquiry.  You  may 
be  interested  to  know  that  the  staffs  of  the  four  financial 
supervisory  agencies  are  presently  developing  written 
guidance  to  aid  the  public  in  resolving  interpretive  ques¬ 
tions  arising  under  the  new  CRA  regulations. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 


/ 
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Dear  Sir/Madam: 

This  letter  responds  to  your  request1  that  the  OCC 
change  the  valuation  requirements  for  guaranteed  and 
synthetic  investment  contracts  (GICs  and  SICs,  re¬ 
spectively,  and  GICs/SICs,  collectively)  held  by  na¬ 
tional  bank  collective  investment  funds  (CIFs).  You 
initially  requested  an  exemption  under  12 
CFR  9.18(c)(5)  from  OCC  regulations  that  require  CIF 
trustees  to  value  GICs/SICs  held  by  the  CIFs  at  fair 
value.  You  specifically  requested  an  exemption  that 
would  permit  valuation  of  GICs/SICs,  analogous  to  the 
method  of  valuation  required  under  a  recently  issued 
American  Institute  of  Certified  Public  Accounts  State¬ 
ment  of  Position  (SOP).2  You  also  requested  that  this 
exemption,  if  granted,  (1)  apply  to  all  CIFs  without  the 
need  for  a  separate  written  application  by  each  CIF,3 
(2)  apply  to  CIFs  consisting  primarily  of  defined  contri¬ 
bution  plan  assets  and  only  a  de  minimis  amount  (5 
percent  or  less)  of  defined  benefit  plan  assets,  (3)  apply 
to  CIFs  consisting  of  more  than  5  percent  defined 
benefit  plan  assets  if  those  plans  received  the  informa¬ 
tion  necessary  for  calculating  fair  values,4  and  (4) 
permit  all  CIFs  that  are  not  included  within  the  exemp¬ 
tion  to  value  G  ICs/SICs  at  contract  value  for  a  few  years. 

The  OCC  will  permit  CIFs  consisting  solely  of  defined 
contribution  pian  assets  invested  only  in  GICs/SICs  and 
liquid,  short-term  government  securities  and  money 
market  instruments  to  value  fully  benefit-responsive 
GICs/SICs  at  contract  value  (i.e.,  principal  balance  plus 
accrued  interest)  without  the  need  for  a  separate  written 
application  by  each  CIF.  We  believe  this  exemption  is 
consistent  with  the  recent  change  in  SOP’s  analogous 
accounting  requirements.  The  OCC  will  not,  however, 
extend  this  exemption  to  any  CIFs  consisting  of  defined 
benefit  plan  assets. 


Vour  proposal  represents  the  concerns  of  several  national  banks 
and  insurance  companies. 

2American  Institute  of  Certified  Public  Accountants  Statement  of 
Position  94-4,  Reporting  of  Investment  Contracts  Held  by  Health  and 
Welfare  Benefit  Plans  and  Defined-Contribution  Pension  Plans  (Sep¬ 
tember  23,  1994)  (“SOP  94-4"). 

3ln  the  alternative,  if  the  OCC  requires  each  CIF  to  apply  separately 
to  value  GICs/SICs  at  contract  value,  you  ask  that  the  OCC  automat¬ 
ically  approve  separate  applications  within  30  days  after  submission, 
unless  the  OCC  notifies  the  CIF  to  the  contrary  within  that  30-day 
period. 

4This  requested  exemption  would  allow  each  CIF  consisting  primarily 
of  defined  benefit  plan  assets  to  value  fully  benefit-responsive 

GICs/SICs  at  contract  value.  The  CIF  would  need  to  provide  the 

defined  benefit  plans  with  the  information  necessary  for  calculating 
fair  values,  since  defined  benefit  plans  must  value  GICs/SICs  at  fair 
value,  not  automatically  at  contract  value 


Background 

National  banks  as  fiduciaries  may  collectively  invest 
funds  held  on  behalf  of  retirement,  pension,  profit  shar¬ 
ing,  stock  bonus  or  other  trusts  which  are  exempt  from 
federal  income  taxation  under  the  Internal  Revenue 
Code.  12  CFR  9.18(a)(2).  Defined  contribution  plans 
and  defined  benefit  plans5  among  other  things,  may 
collectively  invest  assets  in  CIFs.  In  turn,  CIFs  may  hold 
various  assets,  including  GICs/SICs.  GICs  are  individu¬ 
ally  negotiated  investment  contracts  between  insur¬ 
ance  companies  and  investors.  GICs  resemble  debt 
instruments  that  provide  fixed  returns  over  a  period, 
usually  less  than  10  years.  SICs  are  individually  nego¬ 
tiated  investment  contracts  that  provide  cash  flow  pro¬ 
tection  for  assets  or  pools  of  assets  to  investors  who 
own  those  assets  and  who  must  sell  those  assets  to  pay 
plan-participants.  SICs  generally  provide  fixed  returns 
over  a  period  and  are  often  issued  by  insurance  com¬ 
panies.  The  fair  value  of  GICs/SICs  is  not  readily  avail¬ 
able  from  independent  sources  because  they  are  not 
actively  traded  on  a  secondary  market  or  exchange 
and  do  not  have  quoted  market  values. 

GICs/SICs  have  almost  no  liquidity  since  the  contracts 
usually  prohibit  their  transfer.  The  only  practicable 
means  of  liquidating  GICs/SICs  is  to  ask  the  issuers  to 
redeem  them.  Issuers  often  issue  puts  on  GICs/SICs 
that  allow  early  redemption  of  an  entire  instrument  at  a 
discount  from  par  or  with  lower  stated  rates  of  return, 
usually  after  one  year's  prior  notice.  Issuers  also  issue 
GICs/SICs  with  “fully  benefit-responsive”  features, 
which  allow  early  withdrawal  of  a  part  of  the  instrument 
to  pay  employee  benefits  under  an  employer-spon¬ 
sored  plan.6 

National  banks  market  CIFs,  which  may  hold  GICs/SICs 
as  assets,  to  both  corporate  defined  benefit  and  de¬ 
fined  contribution  plans.  CIFs,  as  well  as  issuers,  gen¬ 
erally  find  a  much  greater  demand  for  GICs/SICs 
among  defined  contribution  plans  than  among  defined 
benefit  plans,  because  defined  contribution  plans  per¬ 
mit  employee-participants  to  choose  their  investments, 
and  many  participants  choose  GICs/SICs. 


5Defined  benefit  plans  typcially  pay  predetermined  levels  of  benefits 
to  employee-participants.  Employers  bear  the  risk  and  responsibility 
for  funding  those  plans  to  meet  those  benefit  levels  Defined  contri¬ 
bution  plans,  in  contrast,  merely  require  employers  to  make  fixed 
contributions  As  a  result,  employees  receive  variable  levels  of  bene¬ 
fits  at  retirement,  depending  on  the  success  of  plan  investments 
6A  "fully  benefit-responsive"  investment  contract  provides  a  liquidity 
guarantee  at  contract  value  for  liquidations,  transfers,  loans,  or 
hardship  withdrawals  rightfully  initiated  by  any  plan-participant  Par¬ 
ticipants  would  consider  the  contract  value  of  a  fully  benefit-respon¬ 
sive  investment  contract  to  be  the  amount  they  would  receive  if  thnv 
were  to  initiate  transactions  under  the  terms  of  the  ongoing  p  .* 


Quarterly  Journal,  Vol.  15.  Mo.  3,  September  1996  87 


Accounting  Standards  and  OCC  Regulations 

OCC  regulations  currently  require  that  CIF  trustees 
value  GICs/SICs  periodically,  as  they  would  any  other 
asset,  at  market  value  or,  in  the  absence  of  a  market 
value,  at  fair  value  determined  in  good  faith.  See  12 
CFR  9. 1 8(b)(  1 )  and  (4).  In  a  series  of  interpretive  letters, 
the  OCC  has  stated  that,  to  make  a  good  faith  determi¬ 
nation  of  fair  value,  a  CIF  trustee  may  not  automatically 
assign  contract  value  as  a  proxy  in  valuing  GICs/SICs. 
Automatically  valuing  CIF  assets  at  contract  or  cost 
may  harm  current  and  future  CIF  plan-participants,  and 
may  expose  national  bank  trustees  to  liability  under  the 
federal  securities  laws,  common  law  fiduciary  princi¬ 
ples,  or  the  Employee  Retirement  Income  Security  Act 
of  1974  (ERISA).  For  example,  the  unvarying  use  of 
contract  value  in  a  rising  interest  rate  environment  may 
result  in  the  overstatement  of  CIF  unit  values.  Fund 
participants  may  subsequently  claim  that  they  pur¬ 
chased  units  at  inflated  values  and  suffered  damage 
due  to  the  CIF  trustee’s  improper  asset  valuations. 

The  OCC’s  interpretive  letters  on  valuing  CIF  assets 
have  interpreted  sections  9.18(b)(1)  and  (4)  consis¬ 
tently  with  analogous  accounting  industry  require¬ 
ments.  For  example,  a  Financial  Accounting  Standards 
Board  Statement  (“the  statement”),8  required  defined 
benefit  plans  to  value  all  investment  contracts,  includ¬ 
ing  GICs/SICs,  at  fair  value,  not  automatically  at  con¬ 
tract  value.  By  its  terms,  the  statement  applies  only  to 
defined  benefit  plans,  not  defined  contribution  plans  or 
CIFs.  Based  on  the  statement,  the  OCC  denied  a 
request  to  allow  valuations  of  GICs/SICs  at  contract 
value.  See  Trust  Interpretation  No.  271  (Sept.  10,  1992). 

The  American  Institute  of  Certified  Public  Accountants 
recently  issued  the  SOP,  which  requires  defined  contri¬ 
bution  plans  to  value  “fully  benefit-responsive"  invest¬ 
ment  contracts,  which  may  include  certain  GICs/SICs, 
at  contract  value.9  Conversely,  the  SOP  also  provides 
that  defined  contribution  plans  must  value  investment 
contracts  that  are  not  “fully  benefit-responsive”  at  fair 
value.  The  SOP  states  that,  for  fully  benefit-responsive 
contracts,  contract  value  provides  useful  information  to 
plan  participants  about  the  amount  they  would  receive 
currently  if  they  were  to  withdraw,  borrow,  or  transfer 
funds  under  the  terms  of  the  plan.  The  SOP  acknow¬ 
ledges,  however,  that  contract  value  may  or  may  not  be 
equal  to  fair  value.  By  its  terms,  the  SOP  does  not  apply 
to  defined  benefit  plans  or  CIFs.  Thus,  CIF  trustees  that 


' See  OCC  Fiduciary  Precedent  9  5012,  Trust  Interpretation  No  271 
(Sept  10  1992),  kust  Interpretation  No  268  (March  17,  1992);  Trust 
Interpretation  No  266(March19  1992),  Trust  Interpretation  No  181 
(Oct  18.  1988)  and  trust  Interpretation  No  67  (Dec  12,  1986) 
-jfatement  of  Financial  Accounting  Standards  No  110  (Aug  1992). 
'if  a  plan  holds  multiple  contracts,  each  contract  should  be  evaluated 
individually  for  benefit  responsiveness 


automatically  value  "fully  benefit-responsive"  GICs/ 
SICs  held  for  defined  contribution  plans  at  contract 
value  think  by  analogy  that  they  act  consistently  with 
generally  accepted  accounting  principles,  but  still 
would  not  meet  OCC  requirements  to  value  fund  assets 
at  “fair  value.” 

Exemption  Request 

You  have  asserted  that  the  SOP’s  accounting  and  valu¬ 
ation  method  is  more  appropriate  than  the  statement’s 
method  and  should  apply,  by  analogy,  to  CIF  trustees 
valuing  GICs/SICs.  CIFs  function  similarly  to  defined 
contribution  plans  by  providing  benefits  based  on  par¬ 
ticipants’  pro  rata  share.  You  argued  that,  for  fully 
benefit-responsive  investment  contracts,  valuing 
GICs/SICs  at  contract  provides  the  most  meaningful 
information  to  employee-participants  about  the  amount 
they  would  receive  currently  if  they  withdrew  funds. 
Contract  value  is  a  useful  proxy  in  valuing  GICs/SICs 
because  of  the  uniqueness  of,  and  the  lack  of  a  secon¬ 
dary  market  for,  these  instruments. 

You  have  requested  an  exemption,  under  12  CFR 
9.18(c)(5),  from  the  valuation  requirements  of  12 
CFR  9.18(b)(1)  and  (4)  for  all  CIFs  in  light  of  the  SOP. 
You  suggested  that  the  OCC  extend  and  expand  the 
guidance  in  the  SOP  to  reach  all  CIFs,  including  those 
with  defined  benefit  plan  participants.  You  suggested 
that  the  OCC  require  CIF  trustees  that  value  GICs/SICs 
at  contract  value  to  adopt  certain  policies  and  proce¬ 
dures  under  which  the  trustee  must: 

•  Diversify  CIF  assets,  apply  generally  ac¬ 
cepted  accounting  principles  and  applicable 
regulations  to  value  CIF  assets,  and  docu¬ 
ment  the  valuation  results. 

•  Ensure  that  all  CIF  investments  in  GICs/SICs 
are  of  investment  quality,  transferable  only 
with  the  issuers’  prior  consent,  and  not  trans¬ 
ferable  on  a  secondary  market. 

•  Ensure  that  all  CIF  investments  in  GICs/SICs 
are  fully  benefit-responsive. 

•  Disclose  certain  information  about  CIF  assets 
and  operations  to  plan-participants  who,  in 
turn,  must  make  disclosures  to  their  em¬ 
ployee-participants  about:  CIF  investment 
quality  and  diversification  standards,  the 
CIF’s  valuation  procedures,  the  fact  that 
GICs/SICs  would  be  reported  at  contract 
value,  the  consequences  of  a  departure  from 
contract  value  reporting,  CIF  yields  and  re¬ 
turns  net  of  fees  or  other  expenses,  and  the 
fact  that  GICs/SICs  are  not  bank  deposits  or 
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obligations,  or  U.S.  government  or  FDIC  obli¬ 
gations. 

You  also  requested  that  this  exemption,  if  granted,  (1) 
apply  to  all  eligible  CIFs  without  the  need  for  a  separate 
written  application  by  each  C I F, 1 0  (2)  apply  to  CIFs 
consisting  primarily  of  defined  contribution  plan  assets 
and  only  a  de  minimis  amount  (5  percent  or  less)  of 
defined  benefit  plan  assets,  (3)  apply  to  CIFs  consisting 
of  more  than  5  percent  defined  benefit  plan  assets  if 
those  plans  received  the  information  necessary  for 
calculating  fair  values, 1 1  and  (4)  permit  all  CIFs  that  are 
not  included  within  the  exemption  to  value  GICs/SICs 
at  contract  value  for  a  few  years. 

Discussion 

CIF  trustees  should  generally  value  GICs/SICs  on  days 
the  CIFs  allow  admissions  or  withdrawals,  as  they 
would  any  other  asset,  at  market  value  or,  in  the  ab¬ 
sence  of  a  market  value,  at  fair  value  determined  in 
good  faith.  Market  value  provides  useful  information  to 
plan  participants  about  the  current  value  of  their  CIF 
investments.  Market  value  reduces  the  potential  harm 
to  current  and  future  CIF  plan-participants  from  over¬ 
stated  or  understated  unit  values.  Market  value  may  be 
more  difficult  to  calculate  than  contract  value,  and  CIFs 
that  automatically  value  GICs/SICs  at  contract  value 
may  be  criticized  for  transferring  to  their  participants 
the  problems  associated  with  calculating  the  fair  value 
of  GICs/SICs. 

The  OCC  will,  however,  grant  an  exception  to  permit 
CIF  trustees  to  value  fully  benefit-responsive  GICs/SICs 
at  contract  value,  in  accordance  with  the  SOP,  where 
the  CIFs  consist  solely  of  defined  contribution  plan 
participants.  Contract  value  (i.e.,  principal  balance 
plus  accrued  interest)  provides  useful  information 
about  fully  benefit-responsive  contracts  held  by  CIFs 
consisting  solely  of  defined  contribution  plans,  be¬ 
cause  contract  value  reflects  the  amount  employee- 
participants  would  receive  if  they  were  to  withdraw, 
borrow,  or  transfer  funds  under  the  terms  of  those 
plans.  SOP  94-4  at  7,  8-9.  In  addition,  contract  value 

for  fully  benefit-responsive  contracts  provides  the  ap¬ 
propriate  valuation  for  CIFs,  because  the  defined  con¬ 


10Or,  in  the  alternative,  if  the  OCC  requires  each  CIF  to  apply 
separately  to  value  GICs/SICs  at  contract  value,  you  asked  that  the 
OCC  automatically  approve  separate  applications  within  30  days 
after  submission,  unless  the  OCC  notifies  the  CIF  to  the  contrary 
within  that  30-day  period. 

1  'The  CIFs  would  provide  those  plans  with  information  necessary  for 
calculating  fair  value,  because  defined  benefit  plans  must  disclose 
the  fair  value  of  GICs/SICs  to  plan-participants  Thus,  those  defined 
benefit  plans  would  calculate  fair  value,  instead  of  the  CIFs  investing 
in  GICs/SICs. 


tribution  plan  participants  must  disclose  contract  value 
to  their  employee-participants. 

Contract  valuation  may  be  used  by  CIFs  consisting 
solely  of  defined  contribution  plan  assets  only  where 
this  valuation  is  consistent  with  the  SOP,  and  a  national 
bank’s  fiduciary  duty  under  common  law,  1 2  CFR  9,  and 
the  ERISA.  For  example,  the  SOP  states  that,  if  man¬ 
agement  is  aware  of  an  event  that  may  affect  the  value 
of  the  contract,  it  may  be  appropriate  to  disclose  the 
event  or  report  the  investment  at  less  than  contract 
value.  CIF  trustees  should  be  mindful  that  valuing 
GICs/SICs  that  no  longer  pay  interest  or  that  were 
issued  by  now-bankrupt  companies  at  contract  value 
may  not  meet  the  standards  of  the  SOP  or  other  legal 
requirements. 

Conclusion 

The  OCC  will  grant  your  request  in  part  for  an  exemp¬ 
tion  under  12  CFR  9.18(c)(5)  of  the  valuation  require¬ 
ments  of  12  CFR  9.18(b)(1)  and  (4)  for  GICs/SICs  by 
permitting  CIFs  consisting  solely  of  defined  contribu¬ 
tion  plan  assets  to  value  “fully  benefit-responsive” 
GICs/SICs  at  contract  value.  The  OCC  will  apply  this 
exemption  to  all  CIFs  without  the  need  for  separate 
applications.12  We  believe  this  exemption  is  consistent 
with  the  analogous  requirements  of  the  SOP. 

The  OCC  will  continue  to  require  CIFs  consisting  of  any 
defined  benefit  plan  assets  and  all  CIFs  holding 
GICs/SICs  that  are  not  benefit-responsive  to  value 
those  contracts  at  fair  value. 


Susan  F.  Krause 

Senior  Deputy  Comptroller 

for  Bank  Supervision  Policy 

★  ★  * 


Although  the  OCC  has  generally  only  approved  exemption  re¬ 
quests  under  12  CFR  9  18(c)(5)  following  an  individual  request  from 
each  CIF,  subsection  (c)(5)  does  not  limit  OCC  approval  to  an 
individual  CIF  We  believe  this  exemption  is  consistent  with  the 
analogous  requirements  of  the  SOP 
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717  — April  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  November  16,  1995, 
wherein  you  inquired  about  a  national  bank’s  ability  to 
invest  in  Michigan  real  estate  tax  lien  certificates  (“tax 
certificates”).  Your  request  raises  both  legal  and  super¬ 
visory  issues.  We  conclude  that  a  national  bank  may 
legally  purchase  Michigan  tax  certificates,  and  that 
risks  to  the  purchasing  institutions  can  be  managed 
with  proper  policies,  procedures,  and  controls.  Be¬ 
cause  tax  certificates  are  not  investment  securities, 
purchased  tax  certificates  should  be  accounted  for  as 
loans  on  the  bank’s  Consolidated  Reports  of  Income 
and  Condition. 

Description  of  the  Activity 

The  proposed  activity  is  described  as  follows  in  your 
letter  and  the  accompanying  legal  opinion.  The  Michi¬ 
gan  tax  certificate  process  begins  in  March  of  each 
year  with  the  publication  of  a  detailed  listing  of  tax 
certificates1  to  be  sold  at  auction.  Per  your  correspon¬ 
dence,  tax  certificates  evidence  delinquent  county  real 
estate  taxes  more  than  three  years  in  arrears  and 
constitute  assignments  of  the  counties’  statutory  real 
estate  tax  liens  in  the  real  properties  involved.  The  bank 
would  purchase  from  the  county  tax  certificates  in  the 
amount  of  the  delinquent  taxes.  If  a  tax  certificate  is 
redeemed  by  the  property  owner  within  one  year,  the 
bank  is  entitled  to  a  return  of  its  investment  plus  interest 
at  a  rate  of  1.25  percent  per  month.  If  the  property 
owner  fails  to  redeem  the  tax  certificate  within  one  year, 
then  the  bank  would  be  entitled  to  a  tax  deed  from  the 
State  of  Michigan.  If  the  bank  obtains  a  tax  deed,  the 
property  owner  is  entitled  to  a  reconveyance  of  the 
property  upon  payment  of  150  percent  of  the  original 
certificate  amount.  The  property  owner’s  right  to  re¬ 
deem  the  tax  deed  expires  six  months  after  the  bank, 
as  tax  deed  holder,  files  proof  with  the  county  treasurer 
that  notice  of  the  six-month  redemption  period  was 
served  to  certain  interested  parties.  The  bank  has  five 
years  from  the  date  it  was  entitled  to  receive  a  tax  deed 
to  file  proof  of  service  of  that  notice.  Failure  to  provide  the 
required  notice  and  file  proof  of  service  within  the  five-year 


’Pursuant  to  Mich  Comp  Laws  Ann  211  70  and  211.71,  the  pur¬ 
chaser  at  a  tax  sale  purchases  land,  not  a  tax  lien  certificate  Upon 
receipt  of  the  bid  price,  the  county  treasurer  issues  to  the  purchaser 
a  certificate  evidencing  the  transaction  which  describes  the  lands 
purchased  and  the  purchase  price  Mich  Comp.  Laws  Ann  211.71. 
The  issue  of  whether  the  purchaser  at  a  Michigan  tax  sale  acquires 
real  property  or  a  debt  secured  by  a  lien  on  real  property  is  discussed 
below  Notwithstanding  the  above,  for  the  sake  of  consistency  with 
your  and  Mr  Pentecost's  letters  the  proposed  activity  will  be  de¬ 
scribed  in  this  letter  as  the  "purchase  of  tax  certificates  ” 


period  causes  the  holder’s  interest  in  the  tax  deed  to 
expire.  You  state  that  a  nonbank  affiliate  of  the  bank  has 
been  purchasing  tax  liens  for  more  than  eight  years. 

Your  letter  describes  proposed  procedures  for  pur¬ 
chasing  Michigan  tax  certificates.  According  to  those 
procedures,  the  bank  would  first  screen  the  tax  certifi¬ 
cates  that  are  to  be  sold  at  public  auction  before 
bidding  on  any  certificates.  As  part  of  this  screening 
process,  you  represent  that  the  bank  would  review  the 
tax  assessor  card  for  each  parcel.  The  tax  assessor 
card  includes  information  on  the  assessed  valuation  of 
the  property,  the  type  and  condition  of  each  property, 
and  the  owners  of  the  property.  You  state  that  the 
property  assessors  of  each  municipality  are  required 
by  law  to  assess  real  property  within  the  municipality  at 
50  percent  of  the  fair  market  value.  Also,  you  represent 
that  the  bank  would  conduct  drive-by  valuations  for  all 
parcels  with  over  $5,000  in  unpaid  taxes  or  any  parcel 
zoned  commercial  or  industrial.  These  screening  pro¬ 
cedures  would  enable  the  bank  to  know  something 
about  the  current  value  of  the  property,  the  type  of  real 
property,  the  owner  of  the  property,  and  the  condition 
of  the  property. 

Your  proposed  procedures  also  include  several  safe¬ 
guards  against  incurring  environmental  liability.  First,  as 
discussed  more  fully  below,  statistics  show  that  a  high 
percentage  of  property  owners  redeem  their  delinquent 
taxes  so  that  the  tax  certificate  purchaser  rarely  has  the 
opportunity  to  take  title  to  the  underlying  real  property. 
Second,  the  bank  would  not  purchase  large  certificates 
on  properties  zoned  for  industrial  use.  Third,  the  bank 
would  review  the  list  of  liens  offered  for  sale  and  identify 
properties  which  are  located  in  township  sections 
where  known  hazardous  waste  sites  exist.  Prior  to  ac¬ 
quiring  tax  certificates,  the  bank  would  use  extra  care 
in  reviewing  parcels  in  those  areas.  Finally,  for  any 
property  with  potential  environmental  concerns  and  for 
which  the  taxes  have  not  been  redeemed,  the  bank 
would  be  careful  not  to  complete  the  steps  necessary 
for  perfection  of  its  security  interest,  i.e. ,  it  would  not 
provide  notice  to  interested  parties  or  file  service  of  that 
notice.  You  state  that  by  avoiding  perfection  of  the 
bank’s  interest  on  any  property  with  potential  environ¬ 
mental  concerns  such  interest  will  expire  after  five 
years,  and,  therefore,  the  bank  avoids  being  in  the 
chain  of  title  of  that  property.  You  note  that  the  nonbank 
affiliate  has  purchased  more  than  105,000  tax  certifi¬ 
cates  using  these  procedures  and  has  not  had  any 
problems  due  to  environmental  liability. 

Legal  Analysis 

National  banks  are  generally  prohibited  from  purchas¬ 
ing  real  property  unless  such  property  is  necessary  for 
their  accommodation  in  the  transaction  of  business 
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See  12  USC  29.  The  intent  of  section  29  is  to  "keep  the 
capital  of  banks  flowing  in  the  daily  channels  of  com¬ 
merce;  to  deter  them  from  embarking  in  hazardous 
real-estate  speculations;  and  to  prevent  the  accumula¬ 
tion  of  large  masses  of  such  property  in  their  hands,  to 
be  held,  as  it  were,  in  mortmain.”  Union  Nat’l  Bank  v. 
Matthews,  98  U.S.  621, 626  (1878).  The  National  Bank 
Act,  however,  authorizes  national  banks  to 

exercise  ...  all  such  incidental  powers  as  shall 
be  necessary  to  carry  on  the  business  of  banking; 
by  discounting  and  negotiation  of  promissory 
notes,  drafts,  bills  of  exchange,  and  other  evi¬ 
dences  of  debt;  by  receiving  deposits;  by  buying 
and  selling  exchange,  coin,  bullion;  by  loaning 
money  on  personal  security;  and  by  obtaining, 
issuing,  and  circulating  notes  according  to  the 
provisions  of  [this  chapter], 

12  USC  24  (7).  In  addition,  12  USC  371  authorizes  a 
national  bank  to  make  or  purchase  loans  or  extensions 
of  credit  secured  by  interests  in  real  estate,  subject  to 
such  terms,  conditions,  or  limitations  as  may  be  pre¬ 
scribed  by  the  Comptroller  of  the  Currency.  12  USC 
371(a);  12  CFR  34.1.  Section  24(7)  also  permits  na¬ 
tional  banks  to  purchase  for  their  own  accounts  invest¬ 
ment  securities,  pursuant  to  regulations  prescribed  by 
the  Comptroller  of  the  Currency. 

The  bank’s  proposal  raises  several  legal  issues.  The 
threshold  question  is  whether  the  purchase  of  a  Michi¬ 
gan  tax  lien  certificate  represents  the  purchase  of  the 
delinquent  taxpayer’s  real  property,  an  activity  prohib¬ 
ited  for  national  banks  by  section  29.  See  note  1.  If 
national  banks  are  not  prohibited  by  section  29  from 
purchasing  Michigan  tax  certificates,  the  next  issue  is 
whether  national  banks  are  authorized  by  either  section 
24(7)  or  371 ,  or  both,  to  engage  in  that  activity. 

In  Michigan,  delinquent  real  property  taxes  are  col¬ 
lected  in  accordance  with  the  provisions  of  the  Michi¬ 
gan  General  Property  Tax  Act,  1893  Mich.  Pub.  Acts 
206,  codified  at  Mich.  Comp.  Laws  Ann.  211.1  et  seq. 
(“the  tax  act”).  As  part  of  that  process,  the  tax  act 
provides  for  the  public  sale  of  lands  for  which  taxes  are 
three  years  in  arrears.  See  Mich.  Comp.  Laws  Ann. 
211.60;  211.70.  Upon  receipt  of  the  bid  price,  the 
county  treasurer  gives  the  purchaser  a  certificate  that 
describes,  among  other  things,  “the  lands  purchased.” 
See  Mich.  Comp.  Laws  Ann.  211.71.  On  its  face,  the 
language  of  these  and  other  code  sections  of  the  tax 
act  indicates  that  the  purchaser  is  acquiring  real  prop¬ 
erty,  subject  to  redemption  by  the  owner,  rather  than  a 
debt  secured  by  that  real  property. 

Notwithstanding  these  references  in  the  tax  act  to  the 
purchase  of  the  assessed  property,  courts  have  held 


that  the  purchaser  of  a  tax  certificate  acquires  a  lien  for 
unpaid  taxes  —  not  title  to  the  property.  See  In  re  Sabec, 
137  Bankr.  Rep.  659,  670  (Bankr.  W.D.  Mich.  1992)  (in 
chapter  13  bankruptcy  case,  Michigan  tax  sale  pur¬ 
chaser  holds  a  lien  against  the  debtor’s  property  until 
the  redemption  periods  have  expired,  not  title  to  the 
property);  see  also  U.S.  v.  Varani,  780  F.2d  1296,  1301, 
1303  (6th  Cir.  1986)  (tax  sale  purchaser  of  Michigan 
taxes  does  not  receive  title  to  property  until  redemption 
period  expires  and  is  barred  from  asserting  his  tax 
deed  as  title  where  he  did  not  provide  statutorily  re¬ 
quired  notices);  Hammond  v.  Auditor  General,  245 
N.W.2d  544,  547  (Mich.  Ct.  App.  1976)  (Michigan  tax 
sale  purchaser  acquires  an  interest  in  the  tax  lien  which 
may  ripen  into  title  by  subsequent  statutory  foreclosure 
proceedings);  72  Am.  Jur.  2d  State  and  Local  Taxation 
948  (purchaser  is  vested  with  a  lien  upon  the  property 
which  may  ripen  into  title;  until  then  title  remains  in  the 
former  owner  subject  to  the  lien  of  the  tax  purchaser  as 
security  for  the  money  paid  at  the  sale);  of.  12  CFR 
34.82(c)  (five-year  statutory  holding  period  for  other 
real  estate  owned  begins  at  the  expiration  of  any  re¬ 
demption  period).  Indeed,  the  purchaser  of  a  Michigan 
tax  certificate  has  no  right  of  entry  or  possession. 
Dahlem  v.  Abbott,  110  N.W.  47  (Mich.  1906). 

In  these  circumstances,  the  proposed  activity  is  in 
substance  a  financial  investment  to  generate  interest 
income.  It  therefore  does  not  constitute  the  purchase  of 
real  estate  within  the  terms  and  intent  of  12  USC  29. 
The  tax  certificates  represent  an  interest  relating  to  real 
estate,  but  do  not  give  the  purchaser  title  to,  ownership 
of,  or  the  right  to  possess  the  underlying  property.  The 
tax  certificates  will  not  —  indeed  they  can  not  —  be 
used  by  the  bank  as  a  means  to  speculate  in  real  estate 
values  or  to  accumulate  real  estate  holdings,  the 
abuses  which  the  Supreme  Court  indicated  in  Union 
Nat’l  Bank  v.  Matthews,  supra,  that  12  USC  29  was 
designed  to  avoid.  Both  a  literal  reading  of  the  lan¬ 
guage  of  the  statute,  as  well  as  an  appreciation  of  its 
underlying  policy,  lead  to  the  conclusion  that  the  pur¬ 
chase  of  a  Michigan  tax  certificate  should  not  be 
deemed  to  be  a  purchase  of  real  estate  prohibited  by 
section  29. 

The  next  issue  is  whether  the  proposed  activity  is 
permissible  for  national  banks  under  the  general  bank¬ 
ing  laws.  Section  24(7)  specifically  authorizes  national 
banks  to  engage  in  the  "discounting  and  negotiation  of 
promissory  notes,  drafts,  bills  of  exchange,  and  other 
evidences  of  debt."  The  right  to  "discount  and  negoti¬ 
ate”  includes  the  right  to  purchase.  See  Morris  v. 
Springfield  Third  Nat'l  Bank,  142  F.  25  (8th  Cir.  1905), 
cert,  denied,  201  U.S.  649  (1906).  A  "debt”  is  a  "speci¬ 
fied  sum  of  money  owing  to  one  person  from  another, 
including  not  only  obligation  of  debtor  to  pay  but  right 
of  creditor  to  receive  and  enforce  payment  ”  PI,  ■  Vs 


Quarterly  Journal,  Vol.  15,  Mo.  3,  September  1996  91 


Law  Dictionary  403  (6th  ed.  1990).  In  Michigan,  the 
landowner  has  a  duty  to  pay  real  property  taxes  to  the 
local  taxing  authority  when  due.  See  Mich.  Comp.  Laws 
Ann.  211.3,  211.40  and  211.47;  see  also  Detroit  v. 
Walker,  520N.W.2d  135,  143-44  (Mich.  1994);  Webster 
v.  Auditor  General,  80  N.  W.  705  (Mich.  1899).  Pursuant 
to  Mich.  Comp.  Laws  Ann.  211.40,  all  real  property 
taxes  become  a  debt  due  to  the  taxing  authority  from 
the  property  owner  or  other  person  to  be  assessed  on 
the  tax  day  provided  for  in  the  Tax  Act.  Moreover, 
property  taxes  become  a  lien  on  the  assessed  property. 
Mich.  Comp.  Laws  Ann.  211.40.  Local  governments 
may  collect  delinquent  real  property  taxes  through  an 
in  personam  action  against  the  taxpayer,  see  Mich. 
Comp.  Laws  Ann.  211.47,  or  through  the  tax  lien  sale 
procedure,  see  Mich.  Comp.  Laws  Ann.  21 1 .60  et  seq. 
Hence,  Michigan  property  taxes  are  “debts”  and  the  tax 
liens  are,  in  effect,  evidences  of  those  debts.  The 
purchase  of  a  Michigan  tax  certificate  represents  the 
purchase  of  an  “evidence  of  debt,”  an  enumerated 
power  of  national  banks  under  section  24(7). 

Viewed  in  more  general  terms,  section  24(7)  provides 
additional  authority  for  the  purchase  of  tax  certificates. 
The  Supreme  Court  has  confirmed  that  the  powers 
included  within  the  “business  of  banking”  are  not  lim¬ 
ited  to  the  powers  enumerated  in  12  USC  24(7).  See 
NationsBank  v.  Variable  Annuity  Life  Ins. Co.,  115  S.Ct. 
810  (1995)  (VALIC).  Rather,  the  business  of  banking  is 
an  expansive  concept,  and  the  enumerated  powers  are 
merely  illustrative.  Judicial  cases  affirming  OCC  inter¬ 
pretations  establish  that  an  activity  is  within  the  scope 
of  this  authority  if  the  activity  is  the  functional  equivalent 
to  or  a  logical  outgrowth  of  a  recognized  banking 
activity.  See,  e.g.,  VALIC,  1 15  S.Ct.  at  81 1-12  (annuities 
are  functionally  similar  to  other  investments  that  banks 
typically  sell);  Am.  Ins.  Ass'n  v.  Clarke,  865  F.2d  278 
(D.C.  Cir.  1988)  (municipal  bond  insurance  is  functional 
equivalent  of  standby  letters  of  credit);  M&M  Leasing 
Corp.  v.  Seattle  First  Nat'l  Bank,  563  F.2d  1377  (9th  Cir. 
1977)  (personal  property  leasing  is  functional  equiva¬ 
lent  of  lending). 

The  purchase  of  Michigan  tax  certificates  is  the  func¬ 
tional  equivalent  of  the  factoring  or  purchase  of  open 
accounts,  a  well-established  and  recognized  activity  of 
national  banks.  See  12  CFR  7.1020.  In  a  traditional 
factoring  transaction,  an  entity  converts  its  open  ac¬ 
counts  to  cash  by  selling  those  accounts  to  a  factor.  In 
the  instant  case,  delinquent  taxes  represent  the  taxing 
authority's  open  account  from  the  landowner.  By  selling 
a  tax  certificate,  the  taxing  authority  is  converting  its 
open  account  into  cash  which  may  then  be  used  to 
finance  schools,  parks,  police  and  fire  departments, 
and  other  governmental  services.  The  purchaser  of  a 
tax  certificate,  like  a  factor,  is  effectively  purchasing  the 
open  account  from  the  taxing  authority  Based  on  the 


foregoing,  the  purchase  of  tax  certificates  may  be 
considered  part  of  the  business  of  banking  authorized 
in  12  USC  24(7). 

Because  the  Michigan  tax  certificates  represent  a  lien 
on  real  estate,  the  purchase  of  those  certificates  may 
also  come  within  the  authority  granted  national  banks 
under  1 2  USC  37 1 .  Section  37 1  permits  national  banks 
to  make  or  purchase  loans  or  extensions  of  credit 
secured  by  liens  on  interests  in  real  estate.  When  the 
bank  purchases  a  tax  certificate,  it  is  advancing  funds 
to  the  county  treasurer  on  behalf  of  the  delinquent 
taxpayer.  The  tax  certificate  represents  a  lien  against 
the  real  property  for  which  taxes  are  delinquent.  The 
bank’s  advance,  plus  interest  and  penalties,  is  repay¬ 
able  from  funds  received  when  property  is  redeemed 
by  the  taxpayer  (or  other  interested  party)  or,  if  the 
taxpayer  fails  to  redeem,  by  acquiring  title  to  the  as¬ 
sessed  real  property  2  In  this  respect,  the  purchase  of 
a  Michigan  tax  certificate  is  functionally  equivalent  to 
the  making  of  a  nonrecourse  real  estate  loan.3  From 
another  perspective,  a  Michigan  tax  certificate  could 
be  viewed  as  a  real  estate-secured  extension  of  credit 
by  the  county  to  the  taxpayer.  Since  taxes  must  be  three 
years  in  arrears  before  liens  are  sold,  Mich.  Comp. 
Laws  Ann.  21 1.60,  the  county  has,  in  effect,  extended 
credit  to  the  property  owner.  When  a  bank  purchases 
the  tax  certificate  from  the  county,  it  is  like  purchasing 
an  extension  of  credit  secured  by  real  estate.  From  this 
perspective,  the  purchase  of  a  tax  certificate  is  akin  to 
the  purchase  of  a  mortgage  in  the  secondary  market. 
Just  as  personal  property  leasing  is  authorized  by 
section  24(7)  because  it  is  functionally  equivalent  to 
lending,  M&M  Leasing  Corp.,  563  F.2d  1377,  so  the 
purchase  of  Michigan  tax  certificates  is  authorized 
under  section  371  because  it  is  functionally  equivalent 
to  the  making  or  purchasing  of  real  estate-secured 
extensions  of  credit.  Loans  or  extensions  of  credit  made 
or  purchased  under  this  authority  must  comply  with  the 
provisions  of  the  OCC’s  real  estate  lending  regulation, 
12  CFR  34.  See  12  USC  371;  12  CFR  34.1. 

Finally,  section  24(7)  also  permits  national  banks  to 
purchase  investment  securities  for  their  own  account. 
The  term  “investment  security,”  as  defined  at  12  CFR 
1 .3(b),  means  a  “marketable  obligation  in  the  form  of  a 
bond,  note  or  debenture  which  is  commonly  regarded 
as  an  investment  security."  The  OCC  has  defined  the 


2 

Whereas  Michigan  law  authorizes  local  governments  to  take  in 
personam  actions  to  collect  real  property  taxes,  see  Mich  Comp 
Laws  Ann  21 1  47,  the  tax  certificate  holder  may  only  enforce  his  or 
her  claim  through  an  in  rem  action  against  the  assessed  property 

In  a  nonrecourse  loan  ,  the  lending  party  may  only  enforce  collection 
through  an  in  rem  action  against  pledged  collateral  The  OCC  has 
long  recognized  nonrecourse  real  estate  lending  as  authorized  by 
12  USC  371  See.  e  g ,  Letter  from  James  J  Saxon.  Comptroller  of 
the  Currency,  dated  Feb  16,  1965 
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term  “marketable”  as  the  ability  to  be  sold  with  “reason¬ 
able  promptness  at  a  price  which  corresponds  reason¬ 
ably  to  its  fair  market  price.”  See  1 2  CFR  1 .5(a).  We  are 
not  aware  of  any  evidence  which  would  indicate  that 
Michigan  tax  certificates  are  marketable  obligations. 
Nor  would  they  appear  to  be  in  the  form  of  a  bond,  note, 
or  debenture  commonly  regarded  as  an  investment 
security.  Therefore,  we  conclude  that  the  tax  certifi¬ 
cates  are  not  investment  securities. 

Safety  and  Soundness  Considerations 

Although  legally  permissible,  there  are  risks  attendant 
to  the  purchase  of  Michigan  real  estate  tax  certificates 
which  raise  some  supervisory  concerns.  Indeed,  the 
OCC  has  previously  concluded  that  the  purchase  of 
delinquent  tax  liens  or  tax  certificates  is  generally  not  a 
safe  and  sound  banking  practice.  See  OCC  Investment 
Securities  Letter  No.  41  (June  16,  1989),  reprinted  in 
[1989-90  Transfer  Binder]  Fed.  Banking  Law  Rep. 
(CCH)  H  83,047,  at  71 , 1 55  (Letter  No.  41 ).  At  the  core 
of  the  OCC’s  concern,  as  set  forth  in  Letter  No.  41,  is 
the  premise  that  the  purchasing  bank  would  be  ad¬ 
vancing  funds  solely  on  the  value  of  the  collateral 
rather  than  the  obligor’s  ability  to  repay  —  a  practice 
that  the  OCC  has  long  considered  unsafe  and  un¬ 
sound.  Letter  No.  41  also  states  that  the  purchase  of 
tax  lien  certificates  is  unsafe  and  unsound  for  a 
number  of  reasons. 

[I]t  is  likely,  and  in  fact  probable,  that  a  national 
bank  will: 

1 .  not  know  the  current  market  appraisal  of  the 
real  property: 

2.  not  know  the  type  of  real  property  i.e.  resi¬ 
dential,  multi-family,  office,  limited  use,  va¬ 
cant/occupied,  raw  land,  etc.; 

3.  not  know  when,  or  if,  the  real  estate  tax  liens 
will  be  paid; 

4.  not  know  the  prospects  of  receiving  delin¬ 
quent  tax  payments  from  the  property 
owner,  or  mortgage  holder,  and  accordingly 
will  not  know,  or  be  able  to  make  an  informed 
judgement  whether  repayment  will  come 
from  forced  possession  and  sale  of  the  col¬ 
lateral-property; 

5.  not  know  who  the  real  estate  owner  is; 

6.  not  know  the  condition  of  the  property,  and 
whether  there  are  conditions  which  will  de¬ 
crease  the  appraised  value  and  the  poten¬ 
tial  for  resale; 


7.  not  know  if  an  additional  expenditure  of 
funds  will  be  required  in  order  to  sell  the 
property  to  recover  the  funds  advanced; 

8.  not  know  if  additional  expenditures  of  funds 
(which  may  be  in  excess  of  realizable  prop¬ 
erty  values)  will  be  required  as  a  result  of  the 
bank  becoming  “owner  of  record”  i.e.  re¬ 
quired  clean-up  of  toxic  substances,  re¬ 
quired  multi-family  dwelling  rehabilitation, 
etc. 

[1989-90  Transfer  Binder]  Fed.  Banking  Law  Rep. 
(CCH)  H  83,047,  at  71,156. 

The  OCC  has  revisited  its  position  on  national  bank 
purchases  of  tax  certificates  subsequent  to  the  issu¬ 
ance  of  Letter  No.  41,  and  now  believes  that  the  risks 
associated  with  this  activity  can  be  mitigated  through 
proper  banking  policies,  procedures  and  controls.  Ac¬ 
cordingly,  a  national  bank  may  engage  in  the  business 
of  purchasing  tax  certificates  if  it  has  adequately  ad¬ 
dressed  the  concerns  set  forth  in  Letter  No.  41.  In 
addition,  a  national  bank  should  also  have  established 
board-approved  policies  and  procedures  for  purchas¬ 
ing  tax  certificates  appropriate  for  the  volume  of  activity 
it  intends  to  conduct.  Such  policies  and  procedures 
should  include  limits  on  overall  volume  and  concentra¬ 
tion  limits  by  geographic  location  and  type  of  property. 
Moreover,  as  noted  above,  the  bank  must  ensure  that 
the  activity  complies  with  its  real  estate  lending  stand¬ 
ards  required  by  12  CFR  34.62.  Those  standards 
should  include  prudent  underwriting  criteria  for  the 
purchase  of  tax  certificates. 

The  proposed  procedures  you  describe  in  your  letter 
may  address,  to  some  degree,  the  concerns  set  forth 
in  Letter  No.  41.  For  example,  the  proposed  screening 
process  may  enable  the  bank  to  know  something  about 
the  current  value  of  the  property,4 5 6  the  type  of  real 
property,  the  owner  of  the  property,  and  the  condition 
of  the  property,  contrary  to  points  1,2,5,  and  6  of  Letter 
No.  41 .  Also,  the  bank’s  proposed  environmental  liabil¬ 
ity  safeguards  may  enable  it  to  be  aware  of  potential 
environmental  liability  and  take  steps  to  avoid  or  mini¬ 
mize  such  liability,  contrary  to  point  8  of  Letter  No.  41. 

Furthermore,  your  analysis  of  historical  Michigan  tax 
certificate  redemption  rates  suggests  that  the  aggre¬ 
gate  redemption  rates  and  repayment  cash  flows  of  tax 
certificates  are  fairly  predictable.  Your  analysis  shows 
that  97  to  98  percent  of  all  tax  certificates  sold  in 


4We  make  no  determination  here  as  to  whether  the  use  of  assessed 
valuations  are  an  “appropriate  evaluation  of  real  property  collateral 
that  is  consistent  with  the  OCC’s  Guidelines  for  Real  Estate  Appraisal 
Policies  and  Review  Procedures"  as  required  by  12  CFR  34  i  q 
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Michigan  are  redeemed  within  36  months.  The  average 
maturity  of  certificates  purchased  is  approximately  13 
months.  Moreover,  the  aggregate  cash  flows  from  tax 
certificates  sold  during  each  of  the  past  eight  years 
closely  follow  a  similar  pattern.  You  suggest,  then,  that 
contrary  to  points  3  and  4  of  Letter  No.  41,  the  bank 
should  know  with  some  certainty  the  prospects  of  re¬ 
ceiving  payment  from  the  property  owner  and  when 
those  payments  will  be  received.  Furthermore,  since 
liquidation  of  the  collateral  is  the  ultimate  source  of 
repayment  only  2  percent  to  3  percent  of  the  time,  the 
bank  would  not  be  relying  on  liquidation  of  collateral  as 
the  source  of  repayment  for  purchased  tax  certificates, 
contrary  to  the  fundamental  premise  of  Letter  No.  41. 

While  your  letter  describes  procedures  which  may  miti¬ 
gate  some  of  the  risks  attendant  to  purchasing  tax 
certificates,  it  does  not  address  all  of  the  requisite 
policies,  procedures  and  controls.  Specifically,  your 
letter  does  not  state  whether  the  board  of  directors  has 
established  for  this  activity  aggregate  and  concentra¬ 
tion  limits  for  tax  certificate  holdings,  or  whether  the 
purchase  of  tax  certificates  would  comply  with  the 
bank’s  real  estate  lending  standards.  These  issues 
should  be  addressed  by  the  bank’s  board  of  directors 
and  will  be  reviewed  by  the  OCC  when  we  examine  and 
evaluate  that  activity  as  part  of  our  ongoing  supervision 
of  the  bank. 

According  to  your  letter,  the  bank  is  considering  estab¬ 
lishing  an  operating  subsidiary  which  would  engage  in 
the  business  of  purchasing  Michigan  tax  certificates. 
The  regulatory  and  procedural  requirements  for  estab¬ 
lishing  an  operating  subsidiary  are  set  forth  at  12  CFR 
5.34.  Please  note,  however,  that  the  bank  need  not 
establish  an  operating  subsidiary  in  order  to  engage  in 
the  proposed  activity.  Also,  any  transfer  of  the  assets, 
liabilities  or  stock  of  the  nonbank  affiliate  to  the  bank 
could  be  subject  to  the  provisions  of  12  USC  371c. 

Fred  Finke 

Acting  Deputy  Comptroller 

★  *  * 


718  — April  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letters  dated  January  16, 
1996  and  February  20,  1996.  You  have  requested,  on 
behalf  of  your  client  and  its  affiliate  (collectively,  “the 
banks”),  confirmation  that  the  banks  may  dispense 
“alternate  media”  from  all  of  their  approved  CBCT 
branches.  You  define  the  term  “alternate  media”  to 
include  any  medium  of  value,  receipt,  or  document  that 
is  not  coin  or  currency  and  specifically  refer  to  the 
following:  (1 )  public  transportation  tickets,  (2)  event  and 
attraction  tickets,  (3)  gift  certificates,  (3)  prepaid  phone 
cards,  and  (5)  similar  forms  of  alternate  media,  such  as 
promotional  and  advertising  materials,  electronic  bene¬ 
fits  transfer  (EBT)  script,  and  credit  and  debit  cards.  We 
conclude  that  the  banks  may,  under  the  authority  of  12 
USC  24(7),  dispense  the  “alternate  media”  listed  in  your 
letter  from  their  approved  CBCT  branches. 

Description  of  the  Proposed  Activity 

The  banks  currently  operate  CBCT  branches  in  the 
states  of  Ohio,  Indiana,  and  Michigan.  The  banks  pro¬ 
pose  to  expand  upon  the  routine  services  currently 
offered  at  the  CBCTs.  Specifically,  the  banks  propose 
to  dispense  from  those  CBCTs  “alternate  media,”  i.e., 
public  transportation  tickets,  event  and  attraction  tick¬ 
ets,  gift  certificates,  prepaid  phone  cards,  promotional 
and  advertising  materials,  EBT  script,  and  credit  and 
debit  cards. 

The  proposed  new  activities  are  described  as  follows 
in  your  letter.  When  the  ATM  cardholder  inserts  his  or 
her  card  into  the  ATM,  the  cardholder  will  be  able  to 
select  the  alternate  media  purchase  option,  select  the 
associated  dollar  amount  and  supply  any  other  neces¬ 
sary  information  relating  to  the  specific  alternate  me¬ 
dium.  Electronically,  the  cost  of  the  alternate  medium 
will  be  debited  to  the  cardholder’s  deposit  account.  The 
ATM  will  dispense  the  alternate  medium  with  a  receipt 
that  complies  with  Regulation  E.  Daily  posting  to  a 
settlement  of  the  cardholder’s  account  will  follow  the 
same  procedures  that  apply  to  a  typical  point-of-sale 
(POS)  transaction.  The  financial  institution  that  issued 
the  ATM  card  (“issuer”)  will  transfer  to  the  appropriate 
bank  (whose  ATM  dispensed  the  alternate  medium) 
funds  equal  to  the  full  amount  of  the  cardholder’s  debit. 
Settlement  between  the  banks  and  the  issuer  will  be 
processed  by  a  corporation  that  provides  ATM  and  POS 
support  services  to  financial  institutions. 

The  banks  intend  to  dispense  from  the  CBCT  branches 
public  transportation  tickets  in  the  form  of  passes  de- 
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nominated  in  fixed  dollar  amounts  or  fixed  number  of 
trips.  The  passes  would  be  used  for  transportation  on 
public  rail  and  bus  lines.  The  CBCTs  would  also  dis¬ 
pense  tickets  for  events  and  attractions,  such  as  mu¬ 
seums,  zoos,  amusement  parks,  shows  and  sporting 
events.  The  banks  propose  to  dispense  fixed  denomi¬ 
nation  gift  certificates  issued  by  or  for  the  account  of  a 
specific  merchant  or  group  of  merchants.  The  certifi¬ 
cates  will  serve  as  evidence  of  a  prepayment  credit, 
existing  in  favor  of  the  certificate’s  bearer,  which  will  be 
honored  by  the  merchant.  The  banks  also  intend  to 
dispense  prepaid  phone  cards.  Like  a  gift  certificate, 
the  prepaid  phone  card  will  represent  a  prepayment 
credit,  in  favor  of  the  holder  of  the  card,  that  will  be 
honored  by  a  long-distance  carrier  or  its  agent.  The 
other  alternate  media  that  the  banks  are  considering 
dispensing  include  advertising  and  promotional  mate¬ 
rial,  similar  to  statement  “stuffers,”  postage  stamps, 
travelers’  checks,  money  orders,  license  renewals  and 
registration,  EBT  script,  and  credit  and  debit  cards. 

The  merchants  will  bear  sole  responsibility  for  setting 
the  price  of  the  media  or  underlying  product  or  service. 
The  banks  will  determine  the  amount  of  any  fees  it  may 
charge  the  cardholder  or  the  merchant  for  providing  the 
media  dispensing  function. 

Legal  Analysis 

National  banks  are  authorized  under  the  National  Bank 
Act,  12  USC  24(7),  to 

exercise  ...  all  such  incidental  powers  as  shall 
be  necessary  to  carry  on  the  business  of  banking; 
by  discounting  and  negotiation  of  promissory 
notes,  drafts,  bills  of  exchange,  and  other  evi¬ 
dences  of  debt;  by  receiving  deposits;  by  buying 
and  selling  exchange,  coin,  bullion;  by  loaning 
money  on  personal  security;  and  by  obtaining, 
issuing,  and  circulating  notes  according  to  the 
provisions  of  [this  chapter]. 

The  Supreme  Court  has  recently  confirmed  that  the 
powers  included  within  the  “business  of  banking”  are 
not  limited  to  the  powers  enumerated  in  12  USC  24(7) 
and  that  the  Comptroller  has  discretion,  within  reason¬ 
able  bounds,  to  authorize  activities  beyond  those  spe¬ 
cifically  enumerated.  See  NationsBank  v.  Variable 
Annuity  Life  Ins.  Co.,  115  S.Ct.  810  (1995)  (VALIC”). 
VALIC  and  the  cases  which  preceded  it  reflect  three 
factors  that  the  courts  have  applied  in  analyzing 
whether  activities  fall  within  the  business  of  banking:  ( 1 ) 
whether  the  activity  is  the  functional  equivalent  to  or  a 
logical  outgrowth  of  a  recognized  banking  activity,  (2) 
whether  the  activity  benefits  bank  customers  or  is  con¬ 
venient  or  useful  to  banks,  and  (3)  whether  the  activity 
presents  risks  of  a  type  similar  to  those  already  as¬ 


sumed  by  banks.  See,  e.g.,  VALIC,  1 15  S.Ct.  at  81 1-12; 
Am.  Ins.  Ass'n  v.  Clarke,  865  F.2d  278  (D.C.  Cir.  1988); 
M&M  Leasing  Corp.  v.  Seattle  First  Nat'l  Bank,  563  F.2d 
1377  (9th  Cir.  1977);  Arnold  Tours,  Inc.  v.  Camp,  472 
F.2d  427  (1st  Cir.  1972).  Moreover,  a  national  bank  may 
use  electronic  data  processing  equipment  and  technol¬ 
ogy  to  perform  any  authorized  activity.  See  12  CFR 
7.3500;  see  also  61  Fed.  Reg  4849,  4865  (final  rule 
amending  12  CFR  7.3500,  to  be  codified  at  12  CFR 
7.1019,  effective  Apr.  1,  1996)  (national  bank  may 
perform,  provide  or  deliver  any  authorized  activity, 
function,  product  or  service  through  electronic  means). 

Many  of  the  activities  that  the  banks  propose  to  engage 
in  from  their  CBCT  branches  have  long  been  held  to  be 
part  of  or  incidental  to  the  business  of  banking.  Specifi¬ 
cally,  national  banks  have  been  permitted  to  sell  post¬ 
age  stamps,  see  12  CFR  7.7482,  travelers’  checks,  see 
Arnold  Tours,  472  F.2d  at  438,  money  orders,  see  12 
CFR  7.7500,  and  act  as  an  agent  for  the  state  in  selling 
and  renewing  license  plates  and  license  tags,  see 
Corbett  v.  Devon  Bank,  299  N.E.2d  521,  529  (III.  App. 
Ct.  1 988);  Letter  from  Stephen  B.  Brown,  attorney  (Dec. 
13,  1989)  (unpublished).  The  OCC  also  has  allowed 
national  banks  to  distribute  advertising  and  promo¬ 
tional  information  about  nonbanking  products.  See 
OCC  Interpretive  Letter  No.  316,  reprinted  in  [1985-87 
Transfer  Binder]  Fed.  Banking  Law  Rep.  (CCH)  H 
85,486.  National  banks  are  authorized  to  disperse  food 
stamps  and  government  welfare  checks  (the  paper 
equivalent  of  EBT  script).  See  Philadelphia  Check 
Cashiers  Assoc,  v.  Fleimann,  No.  79-1318  (D.  Pa. 
March  12,  1980)  (unpublished  decision).  National 
banks  have  been  issuing  credit  and  debit  cards  under 
their  section  24(7)  authority  to  maintain  loan  and  de¬ 
posit  relationships  with  customers  and  to  enable  the 
customers  to  make  payments  to  and  withdrawals  from 
those  accounts.  Accordingly,  the  banks  may  engage  in 
these  same  activities  by  electronic  means  through  their 
CBCT  branches. 

The  four  remaining  proposed  activities,  i.e  ,  the  dis¬ 
pensing  of  public  transportation  tickets,  event  and  at¬ 
traction  tickets,  gift  certificates,  and  prepaid  phone 
cards,  are  similar  to  each  other  in  that  the  alternate 
media  being  dispensed  represent  the  cardholder’s  pre¬ 
payment  for  a  merchant's  goods  or  services.  The 
banks,  in  dispensing  these  four  media  (collectively 
referred  to  herein  as  the  “prepayment  media"),  are 
essentially  performing  a  bill  payment  function  by  trans¬ 
ferring  funds  from  the  cardholder’s  account  to  the  mer¬ 
chant’s  account.  The  transfer  of  funds  from  one  account 
to  another  is  a  fundamental  part  of  the  business  of 
banking.  See  Letter  from  Robert  B.  Serino,  deputy  chief 
counsel  (Nov.  9,  1992)  (unpublished)  (participation  in 
an  EFT  system  that  operates  POS  terminals  is  part  of  or 
incidental  to  the  business  of  banking  and  therefore 
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permissible  for  national  banks);  see  also  OCC  Interpre¬ 
tive  Letter  No.  419,  reprinted  In  [1988-89  Transfer 
Binder]  Fed.  Banking  Law  Rep.  (CCH)  H  85,643  (na¬ 
tional  banks  may  participate  as  limited  partners  in  a 
joint  venture  which  facilitates  settlement  and  payment 
of  health  insurance  claims  through  the  use  of  EFT 
technology);  Letter  from  Horace  G.  Sneed,  senior  attor¬ 
ney  (Dec.  6,  1993)  (unpublished)  (collection,  process¬ 
ing  and  deposit  to  appropriate  accounts  of  payments 
from  patients  and  insurance  companies  is  incidental  to 
the  business  of  banking  and  permissible  for  national 
banks).  Accordingly,  to  the  extent  the  proposed  activi¬ 
ties  represent  bill  payment  functions,  that  activity  is 
permissible  for  the  banks  via  their  CBCT  branches. 

The  banks'  role  in  dispensing  prepayment  media  is 
analagous  to  aspects  of  two  separate  but  related  func¬ 
tions  performed  by  banks  generally  in  the  payments 
system.  First,  the  proposed  activity  is  similar  to  a  bank’s 
(“issuing  bank”)  issuance  of  a  credit  card  to  a  bank 
customer,  who  will  use  the  card  to  purchase  goods  or 
services  from  participating  merchants.  The  credit  card 
is  a  vehicle  to  allow  payments  to  be  made  by  bank 
customers  to  the  businesses  with  whom  they  deal. 
Second,  the  proposed  activity  is  akin  to  credit  card 
sales  draft  clearing  services  provided  by  a  bank  (“mer¬ 
chant  clearing  bank”)  to  those  participating  merchants. 
In  a  typical  credit  card  transaction,  the  bank  customer 
purchases  goods  or  services  from  a  merchant  by 
charging  those  items  on  an  issuing  bank’s  credit  card. 
The  merchant  then  submits  the  credit  card  sales  drafts 
(physically  or  electronically)  to  a  merchant  clearing 
bank.  The  merchant  clearing  bank  wires  funds  in  the 
amount  of  the  sale,  less  any  applicable  discount,  to  the 
merchant’s  bank  for  the  merchant’s  account.  The  mer¬ 
chant  clearing  bank  receives  payment  the  next  day 
from  the  issuing  bank.  The  issuing  bank  then  debits  the 
customers's  credit  card  account  for  the  sales  amount. 
The  customer  reimburses  the  issuing  bank  each  month, 
or  uses  the  credit  card  relationship  as  a  line  of  credit  to 
be  paid  back  over  time.  The  role  of  both  issuing  bank 
and  merchant  clearing  bank  in  this  scenario  is  essen¬ 
tially  a  payments  service  provider  and  intermediary. 
The  process  generally  follows  this  order:  customer 
purchase  —  credit  to  merchant  account  —  debit  to 
customer  account  —  customer  payment.1 


’POS  transactions  generally  follow  a  similar  process.  In  a  POS 
transaction  the  customer  purchases  an  item  with  a  debit  card  The 
POS  terminal  captures  the  necessary  information  and  sends  the 
sales  amount  electronically  through  a  POS  processor  to  the  mer¬ 
chants  bank  and  customer's  bank  for  recordation.  The  customer's 
deposit  account  is  debited  for  the  sales  amount;  the  merchant's 
account  is  credited  for  the  sales  amount,  less  any  applicable  dis¬ 
count  or  fee  See  Barcley  Clark,  The  Law  of  Bank  Deposits,  Collec¬ 
tions  and  Credit  Cards  H  10  7(1]  (rev  ed  1981)  The  order  of 
processing  is  customer  purchase  customer  payment  debit  to 
customer  account  credit  to  merchant  account 


Under  the  instant  proposal,  the  banks  would  fulfill  the 
role  of  both  issuing  bank  and  merchant  clearing  bank, 
although  the  steps  in  the  process  would  follow  a  differ¬ 
ent  order.  For  example,  when  a  customer  purchases  a 
gift  certificate  from  a  merchant  through  an  ATM  ma¬ 
chine,  that  customer  first  makes  his  or  her  payment  to 
the  bank  that  dispensed  the  certificate  (“dispensing 
bank").  The  bank  that  issued  the  ATM  card  will  transfer 
funds  to  the  dispensing  bank  to  cover  the  customer’s 
payment.  The  dispensing  bank  will  then  transfer  those 
funds,  less  any  fees,  to  the  merchant’s  bank  for  credit 
to  its  account.  The  customer  subsequently  purchases 
goods  or  services  from  the  merchant  with  the  certifi¬ 
cate.  The  gift  certificate  is  the  analogue  of  the  credit 
card;  the  gift  certificate,  rather  than  the  credit  card,  will 
be  used  by  the  customer  as  the  “payment  vehicle.”  The 
dispensing  bank  is  like  the  issuer  bank  in  the  credit  card 
scenario  in  that  it  issues  the  “payment  vehicle”  to  and 
receives  payments  from  the  customer.  The  dispensing 
bank  is  like  the  merchant  clearing  bank  in  that  it  trans¬ 
fers  funds  to  the  merchant’s  bank.  The  order  of  this 
process  is  generally  the  reverse  of  the  credit  card 
process:  customer  payment  —  debit  to  customer  ac¬ 
count  —  credit  to  merchant  account  —  customer  pur¬ 
chase.  The  distinctions  between  the  credit  card  and  gift 
certificate  scenarios  are  procedural,  not  substantive.  In 
the  gift  certificate  example,  as  in  the  credit  card  sce¬ 
nario,  the  bank’s  role  will  be  that  of  an  intermediary, 
effecting  the  payment  from  customer  to  merchant  by 
transferring  funds  from  one  to  the  other.  In  this  respect, 
the  dispensing  of  prepayment  media  is  a  new  way  of 
conducting  the  old  bill  payment  and  funds  transfer 
business  of  banks. 

Unlike  a  traditional  credit  card  transaction,  however,  the 
“sale”  under  this  proposal  will  occur  at  the  CBCT 
branch  rather  than  at  the  merchant’s  facility.  Thus,  for 
those  transactions  involving  a  specific  merchant  or 
group  of  merchants,  the  proposal  involves  more  than 
just  the  transfer  of  funds  from  one  account  to  another. 
This  aspect  of  the  proposal  raises  the  issue  of  whether, 
by  dispensing  from  their  CBCT  branches  the  prepay¬ 
ment  media  on  behalf  of  the  merchants,  the  banks 
would  be  engaged  in  the  sale  of  goods  or  services  on 
behalf  of  the  participating  merchants,  not  authorized 
under  section  24(7).  See,  e.g.,  OCC  No  Objection 
Letter  No.  89-02,  reprinted  in  [  1 989-90  Transfer  Binder] 
Fed.  Banking  Law  Rep.  (CCH)  H  83,014,  at  71,122. 

Under  the  present  proposal,  the  prepayment  media  that 
will  be  dispensed  by  the  banks’  CBCT  branches  are  not 
the  merchants'  goods  or  services.  Those  media  are  the 
documents  or  devices  which  evidence  a  form  of  value 
defined  in  the  contracts  between  the  cardholders  and 
the  merchants.  See,  e.g.,  Vogel  v.  Saenger  Theatres, 
Inc.,  22  So. 2d  189,  192  (La.  1945)  (theater  ticket  is  only 
evidence  of  the  fact  that  the  customer  has  contracted 
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for  admission  and  has  fulfilled  his  part  of  the  agree¬ 
ment);  Greenfield  v.  Maryland  Jockey  Club  of  Balti¬ 
more,  57  A. 2d  335,  336-37  (Md.  1948)  (ticket  to  place 
of  amusement  is  merely  a  revocable  license,  creating 
a  contract  but  not  an  interest  in  land).  The  media  will 
evidence  that  the  cardholder  has  paid  an  appropriate 
amount  for  the  evidence  of  value  and  the  merchant  has 
agreed  to  provide  a  good  or  service,  e.g.,  transporta¬ 
tion,  admission  to  an  event,  or  a  fixed  amount  of  long¬ 
distance  phone  time,  in  exchange  for  it.  The  transaction 
will  not  be  consummated  until  the  cardholder  uses  the 
media  to  obtain  the  merchant’s  goods  or  services. 
Thus,  the  banks  would  not  be  selling  the  merchants’ 
products  or  services  by  dispensing  the  media. 

Making  the  prepayment  media  available  through  the 
banks'  CBCT  branches  would  provide  benefits  to  both 
cardholders  and  to  participating  merchants.  Cardhold¬ 
ers  would  be  given  an  alternative  means  of  obtaining 
these  items.  The  proposed  activity  would  benefit  the 
participating  merchants  by  providing  their  customers 
with  greater  access  to  their  products  and  services,  and 
by  offering  a  convenient  and  reliable  method  of  revenue 
collection.  In  sum,  by  dispensing  the  prepayment  me¬ 
dia  from  their  CBCT  branches,  the  banks  will  be  pro¬ 
viding  a  convenience  to  their  customers,  and  to  the 
cardholder  customers  of  other  banks,  in  connection 
with  the  performance  of  a  core  banking  activity  —  the 
transfer  of  funds  from  cardholder  to  merchant  accounts 
through  established  ATM/POS  settlement  procedures. 
Moreover,  this  activity  does  not  pose  any  type  of  risk 
that  is  not  already  present  in  traditional  payment  and 
funds  transfer  services  offered  by  national  banks. 

In  sum,  the  proposed  activity  is  a  logical  outgrowth  of 
the  recognized  bill  payment  and  funds  transfer  func¬ 
tions  of  national  banks.  Moreover,  it  provides  a  benefit 
to  the  banks’  customers  and  poses  no  unusual  risks  to 
the  banks.  Thus,  this  activity  is  within  the  authority  of  a 
national  bank  under  12  USC  24(7)  to  engage  in  the 
business  of  banking  and  to  provide  products  and  serv¬ 
ices  incidental  thereto.  Accordingly,  the  banks  are 
authorized  under  12  USC  24(7)  to  dispense  from  their 
CBCT  branches,  in  the  manner  described  in  your  letter, 
public  transportation  tickets,  event  and  attraction  tick¬ 
ets,  gift  certificates,  prepaid  phone  cards,  promotional 
and  advertising  material,  postage  stamps,  travelers 
checks,  money  orders,  EBT  script,  and  bank  debit  and 
credit  cards. 

Christopher  G.  Sablich 
Senior  Attorney 

‘k  it  it 


719— May  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  dated  October  12, 
1988,  on  behalf  of  your  client,  involving  the  transaction 
described  below. 

According  to  your  letter,  the  bank  established  an  em¬ 
ployee  stock  ownership  plan  (ESOP).  The  ESOP  is 
administered  by  an  administrative  committee  ap¬ 
pointed  by  the  bank’s  board  of  directors.  The  adminis¬ 
trative  committee  currently  consists  of  some  of  the 
bank’s  directors  (but  not  a  majority  of  the  bank’s  direc¬ 
tors).  The  bank’s  contributions  to  the  ESOP  are  held  and 
managed  by  an  employee  stock  ownership  trust 
(ESOT).  The  ESOT’s  trustees  currently  consist  of  certain 
of  the  bank’s  executive  officers.  The  ESOT  has  or  will 
be  qualified  under  the  Internal  Revenue  Code  Section 
401,26  USC  401. 

The  ESOP  proposes  to  borrow  money  to  purchase  the 
bank’s  stock.  In  this  regard,  it  is  a  leveraged  ESOP.  The 
loan  is  to  be  made  by  a  third-party  lender  (“lender”)  that 
is  not  affiliated  with  the  bank  or  the  ESOP.  The  lender 
has  requested  that  the  bank  guarantee  the  debt  of  the 
ESOP  or  agree  to  purchase  the  ESOP’s  note  from  the 
lender.  Finally,  the  lender  may  desire  the  bank  to  com¬ 
mit  to  fund  a  specified  dollar  amount  to  the  ESOP  over 
a  specified  number  of  years.  You  have  represented  that 
the  ESOP  will  initially  purchase  not  more  than  5  percent 
of  the  bank’s  stock. 

You  have  asked  the  following  questions  with  regard  to 
the  above  described  transaction: 

(1)  Is  the  ESOP  an  affiliate  of  the  bank  for  pur¬ 
poses  of  12  USC  371c? 

(2)  May  the  bank  guarantee  the  debt  of  the  ESOP 
to  the  lender  and,  if  so,  would  the  guarantee 
constitute  a  covered  transaction  requiring  the  col¬ 
lateral  requirements  of  1 2  USC  37 1  c(C)  to  be  met? 

(3)  May  the  bank  enter  into  an  agreement  to 
purchase  the  ESOP’s  note  from  the  lender  at  any 
time  upon  demand,  whether  or  not  there  was  a 
default  and,  if  so,  would  such  an  agreement  con¬ 
stitute  a  covered  transaction  requiring  the  collat¬ 
eral  requirements  of  12  USC  371c(C)  to  be  met? 

(4)  May  the  bank  commit  to  the  lender  to  fund  a 
specified  number  of  years,  and  if  so,  would  such 
a  commitment  be  a  transaction  with  an  affiliate? 
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Your  questions  will  be  addressed  individually. 

With  regard  to  your  first  question,  you  argue  that  based 
on  Interpretive  Letter  No.  261  by  Charles  Byrd,  acting 
director,  Legal  Advisory  Services  Division,  dated  June 
16,  1983,  reprinted  in  (CCH)  Fed.  Banking  L.  Rep.  M 
85,425,  an  ESOP  is  not  an  affiliate  for  purposes  of  12 
USC  371c.  Interpretive  Letter  No.  261  concluded  that 
an  ESOP  is  not  an  “affiliate”  for  purposes  of  12  USC 
221a.  The  conclusion  was  based,  in  large  part,  on  a 
Michigan  Supreme  Court  case  interpreting  12  USC 
221a. 

However,  on  reconsideration  of  this  issue,  it  is  my 
opinion  that  an  ESOP  may  be  an  affiliate  of  a  national 
bank  for  purposes  of  12  USC  371c.  The  term  “affiliate” 
is  defined,  in  pertinent  part,  as: 

(C)  any  company  — 

(i)  that  is  controlled  directly  or  indirectly,  by 
a  trust  or  otherwise,  by  or  for  the  benefit  of 
shareholders  who  beneficially  or  otherwise 
control,  directly  or  indirectly,  by  trust  or  oth¬ 
erwise,  the  member  bank  or  any  company 
that  controls  the  member  bank;  or 

(ii)  in  which  a  majority  of  its  directors  or 
trustees  constitute  a  majority  of  the  persons 
holding  any  such  office  with  the  member 
bank  or  any  company  that  controls  the  mem¬ 
ber  bank. 

12  USC  371c(b)(1)(C). 

The  term  “company”  is  defined  to  include  a  “corpora¬ 
tion,  partnership,  business  trust,  association,  or  similar 
organization.”  It  is  my  opinion  that  for  purposes  of  12 
USC  371c,  an  ESOP  should  be  included  in  this  defini¬ 
tion.  This  is  because  ESOPs  are  designed  to  be  busi¬ 
ness  related  entities  like  that  of  a  business  trust.  In  this 
regard,  ESOPs  may  be  used  to  borrow  money  for 
capital  improvements  and  other  corporate  investments. 
See  129  Cong.  Rec.  51,629,  51,636  (statement  by 
Senator  Long  that  leveraged  ESOPs  are  a  “technique 
of  corporate  finance.”)  and  First  Nat’l  Bank  of  Blue 
Island  v.  Bd.  of  Governors  of  the  Fed.  Reserve  Sys.,  802 
F.2d  291  (7th  Cir  1986)  (discussing  the  purpose  of  an 
ESOP  and  finding  that  for  purposes  of  the  Bank  Holding 
Company  Act,  12  USC  1841  et  seq.,  an  ESOP  is  a 
business  trust  or  similar  organization").  Accordingly, 
for  purposes  of  12  USC  371c,  an  ESOP  is  included 
within  the  definition  of  "company." 

Since  an  ESOP  is  included  in  the  definition  of  “com¬ 
pany  it  may  be  an  affiliate  of  the  bank  when  the  ESOP 
is  in  ‘control  of  the  bank.  The  term  "control”  is  defined 


to  include  the  power  to  vote  25  percent  or  more  of  any 
class  of  voting  stock  of  the  bank,  the  power  to  appoint 
a  majority  of  the  board  of  directors  or  trustees  of  the 
bank,  or  the  power  to  influence  the  management  and 
policies  of  the  bank.  See  12  USC  371c(b)(3)(A)(i)  -  (in). 
If  the  ESOP  is  in  control  of  the  bank,  then  it  is  an 
“affiliate”  and  subject  to  the  constraints  of  1 2  USC  371c. 
Accordingly,  in  this  respect  Interpretive  Letter  No.  261 
is  superseded. 

In  the  bank’s  particular  case,  you  have  represented  that 
the  ESOP  will  initially  own  no  more  than  5  percent  of  the 
bank’s  stock.  This  amount  will  not  place  the  ESOP  in 
control  for  purposes  of  12  USC  371c.  It  is  also  pre¬ 
sumed  that  the  ESOP  will  not  have  the  power  to  elect  a 
majority  of  the  board  of  directors  of  the  bank  nor  the 
ability  to  influence  the  management  or  policies  of  the 
bank.  Accordingly,  if  this  exists,  it  will  not  be  an  affiliate 
of  the  bank  for  purposes  of  12  USC  371c.  However,  if 
the  ESOP  eventually  “controls”  the  bank,  it  would  be¬ 
come  an  affiliate  and  subject  to  12  USC  371c. 

With  regard  to  your  second  question,  there  are  three 
possible  answers.  First,  if  the  debt  which  the  bank 
would  guarantee  is  collateralized  by  the  bank’s  stock, 
then  the  bank  may  not  make  the  guarantee  because 
the  bank  may  end  up  owning  its  own  stock. 

See  1 2  USC  83.  Second,  if  the  debt  is  not  collateralized 
by  the  bank’s  stock  and  the  ESOP  does  not  become  an 
affiliate  of  the  bank,  then  the  bank  may  guarantee  the 
debt  of  the  ESOP.  A  national  bank  may  guarantee  the 
debts  of  another  when  the  bank  has  a  substantial 
interest  in  the  performance  of  the  transaction.  See 
Interpretive  Ruling  7.7010,  12  CFR  7.7010.  In  this  par¬ 
ticular  case,  the  bank  would  have  a  substantial  interest 
in  the  performance  of  the  ESOP  because  it  relates  to 
the  retirement  benefits  of  the  bank’s  employees.  Finally, 
if  the  debt  is  not  collateralized  by  the  bank’s  stock  and 
the  ESOP  becomes  an  affiliate  of  the  bank,  then  the 
guarantee  would  be  a  “covered  transaction”  and  sub¬ 
ject  to  12  USC  371c.  See  12  USC  371c(b)(7)(E).  How¬ 
ever,  in  order  to  avoid  such  a  result,  the  ESOP  could 
have  the  bank’s  holding  company  (provided  one  exists) 
guarantee  the  debt. 

With  regard  to  your  third  question,  there  are  three 
possible  answers.  First,  if  the  notes  are  collateralized 
by  the  bank’s  stock,  the  bank  may  not  purchase  them 
because  like  the  guarantee  situation  above,  it  may  end 
up  owning  its  own  stock.  See  1 2  USC  83.  Second,  if  the 
notes  are  not  collateralized  by  the  bank's  stock  and  the 
ESOP  is  not  an  affiliate  of  the  bank,  then  the  bank  may 
purchase  the  ESOP’s  notes  from  the  third-party  lender 
The  buying  and  selling  (i.e. ,  the  discounting  and  nego¬ 
tiating)  of  promissory  notes  is  a  core  banking  power 
See  12  USC  24(Seventh).  Finally,  if  the  notes  are  not 
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collateralized  by  the  bank’s  stock  and  the  ESOP  is  an 
affiliate  of  the  bank,  then  the  purchase  of  the  ESOP’s 
notes  would  be  subject  to  12  USC  371c.  See  Federal 
Reserve  Regulatory  Service  3-1131  (indicating  that  all 
purchases  of  affiliates’  notes  are  loans  or  extensions  of 
credit  to  the  affiliated  organizations  and  subject  to  12 
USC  371c). 

With  regard  to  your  final  question,  absent  an  unsafe  or 
unsound  banking  practice,  there  is  nothing  in  the  fed¬ 
eral  banking  laws  which  would  prohibit  the  bank  from 
committing  to  fund  a  specified  dollar  amount  to  the 
ESOP  for  a  specified  number  of  years.  Whether  the 
commitment  would  constitute  an  unsafe  or  unsound 
banking  practice  would  be  based  on  an  analysis  of  the 
size  of  the  commitment  as  measured  against  the  size 
and  condition  of  the  bank.  It  is  presumed  that  this 
commitment  would  be  in  the  form  of  a  capital  contribu¬ 
tion  by  the  bank  to  the  ESOP.  However,  this  commitment 
alone  may  not  be  the  basis  for  servicing  the  debt  to  the 
third-party  lender.  If  this  were  the  case,  then  the  com¬ 
mitment  would  be  functional  equivalent  of  a  guarantee, 
and  therefore,  governed  by  the  interpretation  set  out 
above. 

Peter  Liebesman 

Assistant  Director 

Legal  Advisory  Services  Division 

*  ★  * 


720  — May  1996 


Robert  L.  Anderson,  Esq. 

Senior  Vice  President  and 
Assistant  General  Counsel 
First  Union  Corporation 
One  First  Union  Center 
Charlotte,  North  Carolina  28288 

Re:  First  Union  and  First  Fidelity  National  Banks, 

Establishment  of  Operating  Subsidiaries  to  Hold 
Interests  in  Merchant  Credit  Card  Business, 
Control  Nos.  95-ML-08-027  through  -035 

Dear  Mr.  Anderson: 

This  is  in  response  to  your  operating  subsidiary  notifi¬ 
cation  dated  November  30,  1995.  The  notification  was 
filed  on  behalf  of  eight  national  bank  subsidiaries  of 
First  Union  Corporation,  Charlotte,  North  Carolina,  and 
one  national  bank  subsidiary  of  First  Fidelity  Bancorpo- 
ration,  Newark,  New  Jersey.  We  have  completed  our 


review  and  the  notification  is  hereby  approved,  subject 
to  the  conditions  set  forth  herein. 

Proposal 

A.  Background 

The  notification  was  filed  on  behalf  of  the  First  Union 
National  Banks  of  North  Carolina  [Charlotte],  South 
Carolina  [Greenville],  Georgia  [Atlanta],  Florida  [Jack¬ 
sonville],  Tennessee  [Nashville],  Virginia  [Roanoke], 
Maryland  [Rockville],  and  the  District  of  Columbia;  and 
First  Fidelity  Bank,  N.A.,  Elkton,  Maryland  (collectively, 
“the  banks”).  The  purpose  of  this  transaction  is  for  the 
banks  to  acquire  an  interest  in  an  existing  merchant 
credit  card  processor  and  thereafter  conduct  their  own 
merchant  credit  card  processing  businesses  through 
that  entity. 

The  merchant  credit  card  processing  (or  simply, 
“merchant  processing”)  business  involves  verifying 
card  authorizations  at  the  time  of  purchase,  pro¬ 
cessing  card  transactions,  settlement  of  card 
transactions,  and  depositing  funds  in  merchant  ac¬ 
counts.  It  is  an  intensely  competitive  business,  na¬ 
tional  in  scope.  It  requires  a  substantial  investment 
in  technology  necessary  to  reduce  costs,  provide 
the  level  of  service  required,  and  maintain  profitabil¬ 
ity.  Because  of  the  high  investment  in  technology, 
there  are  significant  economies  associated  with 
size;  that  is,  with  a  larger  transaction  base,  the  costs 
of  technology  can  be  spread  over  many  customers, 
yielding  lower  transaction  costs  and  associated  com¬ 
petitive  advantages. 

While  banks  are  major  participants  in  the  merchant 
processing  business,  they  are  not  the  largest  players. 
Much  of  the  competition  in  the  merchant  processing 
business  comes  from  nonbanking  competitors  that 
have  made  the  investment  in  technology  needed  to 
compete  effectively  in  the  business.  This  has  caused 
many  banks  to  exit  the  business  in  recent  years,  or  enter 
into  strategic  alliances  with  nonbank  providers. 

The  banks  are  presently  active  in  the  merchant  pro¬ 
cessing  business.  However,  due  to  the  competitive 
pressures  described  above,  they  have  decided  to 
restructure  their  operations  in  this  area.  They  have 
determined  that  the  best  way  to  do  this  is  to  acquire 
an  interest  in  an  established,  nonbank  merchant  proc¬ 
essor  and  then  to  conduct  merchant  processing  activi¬ 
ties  through  that  entity.  Accordingly,  they  propose  to 
contribute  their  merchant  processing  business  to 
NOVA  Information  Systems,  Inc.  (NOVA),  in  exchange 
for  a  substantial  equity  ownership.  Located  in  Atlanta. 
NOVA  is  currently  the  nation’s  12th  largest  merchant 
processor. 
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B.  The  Transaction 

The  transaction  will  be  structured  as  follows.  Each  of 
the  banks  will  establish  a  wholly-owned  operating 
subsidiary  tentatively  named  “First  Union  NOVA  Hold¬ 
ings  of  [State],  Inc.  Each  bank  will  contribute  its  pre¬ 
sent  merchant  processing  business  assets  and 
liabilities  to  its  respective  operating  subsidiary.  The 
operating  subsidiaries  will  then  transfer  these  assets 
and  liabilities  to  a  newly  formed  holding  company, 
NOVA  Holdings,  Inc.  (“Holdings”),  in  exchange  for 
common  shares  of  Holdings.  Holdings,  in  turn,  will 
transfer  the  assets  and  liabilities  to  NOVA  and  will  hold 
all  the  outstanding  shares  of  stock  of  NOVA. 

The  present  owners  of  NOVA  will  exchange  all  of  the 
shares  of  NOVA  for  approximately  61  percent  of  the 
outstanding  shares  of  Holdings,  thus  retaining  a  sub¬ 
stantial  interest  in  the  restructured  business.  These 
shareholders  are  Warburg,  Pincus  Investments,  Inc., 
WorldCom,  Inc.,  and  individual  members  of  NOVA’s 
management.  Thus,  after  the  transaction  is  consum¬ 
mated,  NOVA  will  be  owned  jointly  by  the  banks  and 
NOVA’s  current  owners  through  Holdings.  The  respec¬ 
tive  contributions  of  the  parties  to  NOVA  Holdings  are 
anticipated  to  qualify,  for  federal  income  tax  purposes, 
as  a  tax-free  contribution  to  a  controlled  corporation 
pursuant  to  section  351  of  the  Internal  Revenue  Code 
of  1986,  as  amended,  26  I.R.C.  351  (1986). 

Collectively,  the  banks  initially  will  own  approximately 
80  percent  of  the  outstanding  common  shares  of  Hold¬ 
ings,  with  the  other  20  percent  owned  by  the  nonbank 
shareholders.  In  addition  to  common  stock,  Warburg, 
Pincus  and  WorldCom  will  also  own  shares  of  voting, 
convertible  preferred  stock.  Giving  effect  to  the  voting 
rights  associated  with  the  preferred  stock,  the  banks 
will  control  approximately  39  percent  of  the  voting 
power  of  Holdings,2  Warburg,  Pincus  and  WorldCom, 
60  percent,  and  the  NOVA  managers,  1  percent.  In 
addition  to  their  common  shareholdings,  the  NOVA 
management  shareholders  will  have  options  to  acquire 
additional  shares  of  common  stock.  If  all  outstanding 
options  are  exercised  and  all  preferred  shares  are 
converted  to  common  stock,  the  banks  would  then  own 
approximately  35  percent  of  the  outstanding  common 
stock  of  Holdings. 

Each  of  the  parties  will  enter  into  a  shareholders  agree¬ 
ment  governing  certain  aspects  of  the  relationships 
among  the  NOVA  Holdings  shareholders  and  the  man- 


’First  Fidelity  Bank  Stamford,  Connecticut,  a  state-chartered  bank, 
h  ii  also  participate  m  the  transaction  and  will  obtain  separate  ap¬ 
proval  from  its  regulator 

''The  individual  interests  of  the  banks  will  vary  from  a  low  of  22 
percent  to  a  high  of  14  6  percent  of  the  voting  shares  of  Holdings 


agement  of  Holdings  and  NOVA.  Among  other  things, 
the  shareholders  agreement  provides  for: 

•  A  right  of  first  refusal  in  the  event  that  Holdings 
issues  new  securities  or  other  shareholders 
attempt  to  sell  some  or  all  of  their  Holdings 
capital  stock. 

•  The  right  of  various  Holdings  shareholders, 
including  the  banks  through  their  operating 
subsidiaries,  to  designate  persons  to  serve  as 
directors  of  Holdings.  At  the  time  the  transac¬ 
tion  is  consummated,  First  Union  National 
Bank  of  North  Carolina  (FUNB-NC)  shall  have 
the  right  to  designate  two  nominees  for  the 
board  of  directors  of  Holdings. 

•  Limits  on  the  ability  of  Holdings  and  its  sub¬ 
sidiaries  to  engage  in  business  activities  not 
permissible  for  banking  organizations  and  a 
process  to  cooperate  in  entering  new  lines  of 
business  to  meet  the  needs  of  the  banks’ 
customers. 

•  A  framework  for  the  banks  either  to  sell  to 
Holdings  or  to  require  Holdings  to  service 
merchant  credit  card  portfolios  subsequently 
acquired  by  the  banks. 

•  Limits  on  the  ability  of  the  banks  to  acquire, 
without  the  approval  of  a  distinterested  major¬ 
ity  of  the  board  of  directors  of  Holdings,  more 
than  40  percent  of  the  outstanding  shares  of 
Holdings  common  stock  (assuming  conver¬ 
sion  of  all  outstanding  convertible  preferred 
stock  and  exercise  of  all  outstanding  options, 
warrants,  and  other  rights  to  acquire  Holdings 
common  stock). 

•  The  right  of  various  major  shareholders  of 
Holdings,  including  the  banks,  to  certain  fi¬ 
nancial  and  other  information  about  Holdings. 

The  banks  will  further  enter  into  a  voting  agreement 
providing  that  so  long  as  the  banks  own  shares  of 
Holdings,  they  will  grant  a  revocable  proxy  in  favor  of 
FUNB-NC  permitting  FUNB-NC  to  vote  their  shares  of 
Holdings  stock  on  any  matter  that  comes  before  the 
shareholders  of  Holdings  for  a  vote.  While  the  voting 
agreement  is  revocable  by  any  of  the  banks  at  any  time, 
the  intent  of  the  agreement  is  to  allow  FUNB-NC  to 
exercise  all  voting  control  over  the  banks’  shares  of 
Holdings. 

It  is  contemplated  that  FUNB-NC  will  provide  banking 
and  other  related  services  to  NOVA.  FUNB-NC  will 
serve  as  the  member  bank  for  the  VISA®,  Master- 
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Card®,  and  other  payment  networks  on  behalf  of 
NOVA.  It  may  also  provide  lines  of  credit  and  other 
forms  of  loans  to  NOVA  to  allow  it  to  conduct  its  busi¬ 
ness.  All  such  loans  will  be  on  terms  and  conditions 
similar  to  those  imposed  on  such  arrangements  with 
parties  not  affiliated  with  it,  and  the  aggregate  amount 
of  loans  and  extensions  of  credits  will  not  exceed  5 
percent  of  FUNB-NC’s  capital  and  surplus. 

Analysis 

A.  National  Bank  Incidental  Powers  (12  CISC 
24  (Seventh)) 

The  OCC  has  long  permitted  national  banks  to  own 
stock  in  operating  subsidiary  corporations.  Under  the 
OCC’s  current  regulations,  a  national  bank  must  own  at 
least  80  percent  of  the  voting  shares  of  an  operating 
subsidiary.  12  CFR  5.34(c).  While  this  requirement  will 
be  satisfied  for  the  various  first-tier  operating  subsidi¬ 
aries  of  the  banks,  the  banks’  respective  indirect  inter¬ 
ests  in  NOVA  Holdings  and  NOVA  will  be  far  less. 
Therefore,  the  issue  presented  by  your  notification  con¬ 
cerns  the  authority  of  a  national  bank  to  hold  —  directly, 
or  indirectly  through  an  operating  subsidiary  —  a  mi¬ 
nority  equity  interest  in  an  enterprise  such  as  NOVA. 

A  recent  OCC  interpretive  letter  extensively  analyzed 
the  authority  of  national  banks  under  12  USC  24(Sev- 
enth)  to  own  stock,  and  reviewed  OCC  precedents  on 
the  ownership  of  stock  in  amounts  less  than  that  re¬ 
quired  for  an  operating  subsidiary,  i.e. ,  noncontrolling 
stock  investments.  Letter  of  Stephen  R.  Steinbrink, 
Senior  Deputy  Comptroller,  Bank  Supervision  Opera¬ 
tions  (November  15,  1995).  This  letter  concluded  that 
ownership  of  a  noncontrolling  interest  in  a  corporation 
is  permissible,  provided  that  four  standards  are  satis¬ 
fied.  These  standards,  drawn  from  OCC  precedents, 
are  the  following: 

1 )  The  activities  of  the  enterprise  in  which  the  invest¬ 
ment  is  made  must  be  limited  to  activities  that  are 
part  of,  or  incidental  to,  the  business  of  banking; 

2)  The  bank  must  be  able  to  prevent  the  enterprise 
from  engaging  in  activities  that  do  not  meet  the 
foregoing  standard; 

3)  The  bank’s  loss  exposure  must  be  limited,  as  a 
legal  and  accounting  matter,  and  the  bank  must 
not  have  open-ended  liability  for  the  obligations 
of  the  enterprise;  and 

4)  The  investment  must  be  convenient  or  useful  to 
the  bank  in  carrying  out  its  business  and  not  a 
mere  passive  investment  unrelated  to  that  bank's 
banking  business. 


Each  of  these  factors  is  discussed  below,  and  applied 
to  your  proposal. 

1.  The  activities  of  the  enterprise  in  which  the  invest¬ 
ment  is  made  must  be  limited  to  activities  that  are  part 
of,  or  incidental  to,  the  business  of  banking. 

Our  precedents  on  minority  stock  ownership  have  rec¬ 
ognized  that  the  enterprise  in  which  the  bank  takes  an 
equity  interest  must  confine  its  activities  to  those  that 
are  part  of  or  incidental  to  the  conduct  of  the  banking 
business.  See,  e.g.,  Interpretive  Letter  No.  380,  [1988- 
1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
H  85,604  n.8  (December  29,  1986)  (since  a  national 
bank  can  provide  options  clearing  services  to  custom¬ 
ers,  it  can  purchase  stock  in  a  corporation  providing 
options  clearing  services);  letter  of  Robert  B.  Serino, 
Deputy  Chief  Counsel  (November  9,  1992)  (since  the 
operation  of  an  ATM  network  is  “a  fundamental  part 
of  the  basic  business  of  banking,”  an  equity  invest¬ 
ment  in  a  corporation  operating  such  a  network  is 
permissible). 

It  is  clear  that  merchant  processing  activities  are  per¬ 
missible  for  national  banks,  whether  conducted  directly 
or  through  operating  subsidiaries.  See,  e.g.,  Interpre¬ 
tive  Letter  No.  689,  [Current]  Fed.  Banking  L.  Rep. 
(CCH)  H  81-004  (August  9,  1995);  Banking  Bulletin 
92-24,  Merchant  Processing  (May  5,  1992).  Therefore, 
this  standard  is  satisfied. 

2.  The  bank  must  be  able  to  prevent  the  enterprise  from 
engaging  in  activities  that  do  not  meet  the  foregoing 
standard. 

It  is  not  enough  that  the  enterprise’s  activities  are  per¬ 
missible  at  the  time  the  bank  first  purchases  stock;  they 
must  also  remain  permissible  for  as  long  as  the  bank 
has  an  ownership  interest.  However,  minority  share¬ 
holders  in  a  corporation  do  not  possess  a  veto  power 
as  a  matter  of  corporate  law.  One  way  to  address  this 
problem  is  for  the  corporation’s  articles  of  incorporation 
or  bylaws  to  limit  its  activities  to  those  that  are  permis¬ 
sible  for  national  banks.  See,  e.g.,  Letters  of  Peter 
Liebesman,  assistant  director,  Legal  Advisory  Services 
Division  (January  26,  1981  and  January  4,  1983). 

Contractual  solutions  are  also  feasible.  In  the  present 
case,  the  parties  have  handled  restrictions  on  the  ac¬ 
tivities  of  Holdings  through  the  shareholders’  agree¬ 
ment.  Under  the  agreement,  Holdings  is  specifically 
prohibited  from  engaging  in  any  new  business  activity 
without  notifying  the  banks  and  providing  an  opportu¬ 
nity  for  the  banks  to  obtain  all  necessary  regulatory 
approvals  or  consents.  The  banks  and  their  respective 
holding  companies  have  agreed  to  cooperate  in  obtain¬ 
ing  such  consents.  Shareholders'  Agreement  3.9. 
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These  provisions  assure  that  neither  Holdings  nor 
NOVA  will  engage  in  any  activity  for  which  the  banks 
cannot  obtain,  or  have  not  obtained,  regulatory  ap¬ 
proval  Thus,  the  banks  will  effectively  have  a  veto 
power  over  any  impermissible  activity  as  long  as  they 
continue  to  own  their  shares. 

3  The  bank  s  loss  exposure  must  be  limited,  as  a  legal 
and  accounting  matter,  and  the  bank  must  not  have 
open-ended  liability  for  the  obligations  of  the  enter¬ 
prise. 

A  primary  concern  of  the  OCC  is  that  national  banks 
should  not  be  subjected  to  undue  risk.  Where  an  invest¬ 
ing  bank  will  not  control  the  operations  of  the  entity  in 
which  the  bank  holds  an  interest,  it  is  important  that  a 
national  bank's  investment  not  expose  it  to  unlimited 
liability.  Normally,  this  is  not  a  concern  when  investing 
in  a  corporation,  for  it  is  generally  accepted  that  a 
corporation  is  an  entity  distinct  from  its  shareholders  or 
members,  with  its  own  separate  rights  and  liabilities.  1 
W.  Fletcher,  Cyclopedia  of  the  Law  of  Private  Corpora¬ 
tions  25  (rev.  perm.  ed.  1990).  Thus,  shareholders  are 
protected  by  the  “corporate  veil”  from  personal  liability 
for  the  debts  of  the  corporation.  The  banks  will  be  well 
protected  in  the  present  case.  Not  only  will  they  be 
protected  by  the  “corporate  veil”  of  NOVA,  itself,  but 
there  will  be  two  additional  corporate  entities  —  an 
operating  subsidiary  and  Holdings  —  between  each 
bank  and  NOVA. 

Further,  the  banks  will  report  their  investments  in  Hold¬ 
ings,  an  unconsolidated  subsidiary,  under  the  cost 
method  of  accounting.  This  treatment  is  used  for  equity 
interests  of  less  than  20  percent  in  corporations.  Under 
this  method,  losses  recognized  by  the  investor  will  not 
exceed  the  amount  of  the  investment  (including  exten¬ 
sions  of  credit  or  guarantees,  if  any)  shown  on  the 
investor's  books.  See  generally  Accounting  Principles 
Board,  Op.  18,  H  1 9  ( 1 971 )  (cost  method  of  accounting 
for  investments  in  common  stock). 

Therefore,  for  both  legal  and  accounting  purposes,  the 
banks’  potential  loss  exposure  will  be  limited  to  the 
amount  of  their  investment  (plus,  potentially,  the  amount 
of  any  additional  extensions  of  credit).  That  exposure 
will  be  quantifiable  and  controllable,  and  this  standard 
is  satisfied. 

4  The  investment  must  be  convenient  or  useful  to  the 
bank  in  carrying  out  its  business  and  not  a  mere 
passive  investment  unrelated  to  that  bank’s  banking 
business 

Twelve  12  USC  24(Seventh)  gives  national  banks  inci¬ 
dental  powers  that  are  "necessary"  to  carry  on  the 
business  of  banking  “Necessary”  has  been  judicially 


construed  to  mean  “convenient  or  useful."  Arnold  Tours, 
Inc.  v.  Camp,  472  F.2d  427,  432  (1st  Cir.  1972).  The 
provision  in  section  24(Seventh)  relating  to  the  pur¬ 
chase  of  stock,  derived  from  section  16  of  the  Glass- 
Steagall  Act,  was  only  intended  to  make  it  clear  that 
section  16  did  not  authorize  speculative  investments  in 
stock.  Steinbrink  Letter,  supra.  Therefore,  a  consistent 
thread  running  through  our  precedents  concerning 
stock  ownership  is  that  it  must  be  convenient  or  useful 
to  the  bank  in  conducting  that  bank’s  banking  business. 
The  investment  must  benefit  or  facilitate  that  business, 
and  cannot  be  a  mere  passive  or  speculative  invest¬ 
ment.  See,  e.g.,  Interpretive  Letter  No.  543,  [1990-1991 
Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH)  H  83,255 
(February  13,  1991)  (purchase  of  stock  in  a  corporation 
providing  information  on  the  government  securities 
market;  ownership  of  the  stock  would  be  useful  to  the 
investing  bank’s  business  as  a  primary  dealer  in  U.S. 
government  securities);  Interpretive  Letter  No.  427, 
[1988-1989  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  H  85,651  (May  9,  1988)  (purchase  of  stock  in  the 
Federal  Agricultural  Mortgage  Corporation  where  stock 
ownership  was  necessary  for  banks  to  participate  in  the 
agricultural  mortgage  secondary  market  promoted  by 
the  Corporation);  Interpretive  Letter  No.  421,  [1988- 
1989  Transfer  Binder]  Fed.  Banking  L.  Rep.  (CCH) 
11  85,645  (March  14,  1988)  (purchase  of  stock  in  a 
corporation  providing  services  to  participants  in  the 
government  securities  market;  national  bank  would 
benefit  in  its  own  banking  business  through  reduced 
costs  and  being  able  to  take  advantage  of  services 
provided  by  the  corporation);  Interpretive  Letter  No. 
380,  supra  (purchase  of  stock  in  an  options  clearing 
corporation,  necessary  for  the  bank  to  do  business  as 
a  futures  commission  merchant). 

The  banks  all  are  presently  active  in  the  merchant 
processing  business  and  wish  to  remain  so.  However, 
as  discussed  earlier,  the  investments  in  technology  and 
the  transaction  volume  needed  for  economic  success 
in  today’s  environment  make  it  difficult  for  the  banks  to 
continue  in  this  business  individually.  If  the  transaction 
is  consummated,  NOVA  would  be  the  eighth  largest 
merchant  processor  in  the  country.  It  would  continue  to 
be  managed  by  its  current,  highly  qualified  manage¬ 
ment  team.  By  joining  forces  with  each  other  and  with 
NOVA,  the  banks  will  be  able  to  achieve  economies  of 
scale  and  a  level  of  management  expertise  that  they 
could  not  achieve  on  their  own.  Indeed,  you  believe  that 
this  transaction  will  enable  the  banks  to  expand  their 
service  and  reach  new  customers  because  of  the  sub¬ 
stantial  advantages  the  relationship  with  NOVA  offers. 

Moreover,  the  banks  will  not  be  making  passive  finan¬ 
cial  investments,  but  rather,  each  will  contribute  its 
present  merchant  processing  business.  Although  the 
amount  of  assets  contributed  by  each  bank  will  vary, 
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the  total  is  clearly  substantial  3  Under  these  circum¬ 
stances,  the  banks  essentially  will  continue  their  pre¬ 
sent  merchant  processing  business  under  a  different 
form.  This  change  in  form  will  bring  substantial  benefits 
just  described.  Therefore,  the  banks’  respective  invest¬ 
ments  in  Holdings  and  NOVA  are  not  passive  invest¬ 
ments  unrelated  to  their  banking  business.  On  the 
contrary,  the  investments  will  provide  a  benefit  that  is 
convenient  or  useful  to  the  banks  in  carrying  out  their 
banking  businesses,  and  the  fourth  standard  is  there¬ 
fore  satisfied. 

B.  Other  Issues 

Sections  23A  and  23B  of  the  Federal  Reserve  Act,  12 
USC  371c  and  371c-1,  place  restrictions  on  transac¬ 
tions  between  member  banks  and  their  affiliates.  As 
noted  earlier,  FUNB-NC  will  hold  voting  proxies  from  the 
other  banks.  Combined  with  its  own  shares,  this  will 
enable  it  to  vote  all  shares  of  Holdings  owned  by  the 
banks.  This  approximately  39  percent  voting  control  will 
qualify  Holdings  and  NOVA  as  subsidiaries  of  FUNB- 
NC  for  purposes  of  section  23A  4  Since  the  statute 
excludes  nonbank  subsidiaries  of  member  banks  from 
the  definition  of  “affiliate,”  12  USC  371c(b)(2)(A),  sub¬ 
sidiaries  are  not  subject  to  the  restrictions  on  transac¬ 
tions  with  affiliates.  Notwithstanding  this,  FUNB-NC 
commits  that  all  transactions  with  Holdings  and  NOVA 
will  comply  with  the  requirements  of  section  23B,  12 
USC  371c-1.  Holdings  and  NOVA  may  be  affiliates  of 
the  other  banks,  and  those  banks  commit  that  their 
transactions  with  Holdings  and  NOVA  will  comply  with 
the  requirements  of  both  sections  23A  and  23B. 

The  OCC  requires  that  national  bank  operating  subsidi¬ 
aries  and  ventures  involving  operating  subsidiaries  be 
subject  to  OCC  examination  and  supervision.  See  12 
CFR  5.34(d).  According  to  your  letter,  Holdings  has 
agreed  that  it  and  NOVA  will  be  subject  to  examination 
by  the  OCC  as  long  as  the  banks  own,  control,  or  hold 
voting  shares  of  Holdings. 

Conclusion 

For  the  reasons  discussed  above,  the  operating  sub¬ 
sidiary  notification  of  the  banks  is  approved,  subject  to 
the  following  special  conditions: 

1)  the  operating  subsidiaries,  Holdings,  and 

NOVA  may  engage  only  in  activities  that  are  part 


3You  have  requested  that  the  actual  figures  be  kept  confidential 

4With  respect  to  a  specified  company,  a  “subsidiary”  is  a  company 
that  is  controlled  by  the  specified  company,  12  USC  37 1  c(b)(4);  and 
a  company  is  deemed  to  control  another  company  if  it  has  the  power 
to  vote  25  percent  or  more  of  any  class  of  voting  securities  of  that 
company,  12  USC  37 1  c(b)(3)(A)(i). 


of,  or  incidental  to,  the  business  of  banking,  and 
the  banks  must  submit  a  notification  to  the  OCC 
pursuant  to  12  CFR  5.34  before  these  entities  may 
engage  in  activities  not  covered  by  the  present 
notification  and  this  letter; 

2)  the  banks  will  have  veto  power  over  any  activi¬ 
ties  and  major  decisions  of  Holdings  and  NOVA 
that  are  inconsistent  with  condition  number  one, 
or  will  withdraw  their  investments  from  Holdings 
in  the  event  that  it  or  NOVA  proposes  to  engage 
in  an  activity  that  is  inconsistent  with  condition 
number  one; 

3)  Holdings  and  NOVA  will  be  subject  to  OCC 
supervision  and  examination;  and 

4)  the  banks  will  account  for  their  investments  in 
Holdings  and  NOVA  under  the  cost  or  equity 
method  of  accounting. 

Please  be  advised  that  the  conditions  of  this  approval 
are  deemed  to  be  “conditions  imposed  in  writing  by  the 
agency  in  connection  with  ihe  granting  of  any  applica¬ 
tion  or  other  request”  within  the  meaning  of  12  USC 
1818.  If  you  have  any  questions,  please  contact  Rich¬ 
ard  Erb,  licensing  manager,  Multinational  Banking,  at 
(202)  874-4610. 

Steven  J.  Weiss 

Deputy  Comptroller  for 

Bank  Organization  and  Structure 

★  ★  ★ 


721  —  May  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  January  12,  1996, 
as  supplemented  by  your  letters  of  February  15,  1996, 
and  March  5,  1996,  inquiring  whether  the  involvement 
of  affiliated  banks  (the  “affiliated  banks")  in  certain 
procedures  for  originating  and  closing  consumer  loans 
made  by  an  intrastate  national  bank,  (the  “lending 
bank”)  would  violate  branching  laws  applicable  to  the 
national  bank  or  prevent  that  national  bank,  under  12 
USC  85,  from  charging  the  interest  rates  permitted  by 
the  laws  of  the  state  in  which  it  is  located.  For  the 
reasons  discussed  below,  none  of  the  activities  of  the 
affiliated  banks  are  considered  by  the  OCC,  under 
applicable  law,  regulation  and  precedent,  to  be 
branching  activities.  Therefore,  we  conclude  that  the 
affiliated  banks  performing  those  activities  would  not 
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be  considered  to  be  branches  of  the  lending  bank. 
Moreover,  the  lending  bank  would  be  considered  to  be 
located,  for  purposes  of  12  USC  85  (section  85),  in  the 
state  in  which  it  has  its  main  office.1  Thus,  it  could 
charge  interest  rates  permitted  by  the  laws  of  that  state 
as  applied  to  national  banks  by  section  85. 

Background 

As  we  understand  the  facts,  the  banks  involved  are 
national  bank  and  state  bank  subsidiaries  of  a  bank 
holding  company.  The  proposed  services  would  be 
provided  by  banks  affiliated  with  the  lending  bank  to 
assist  the  lending  bank  in  its  lending  activities  involving 
secured  and  unsecured  loans  and  lines  of  credit.  You 
have  stated  that  the  activities  to  be  undertaken  by  the 
affiliated  banks  pertain  both  to  originating  and  closing 
the  loans.  With  respect  to  originating  the  loans,  the 
activities  to  be  undertaken  by  the  affiliated  banks  are 
making  available  information  and  brochures  regarding 
credit  products  offered  by  the  lending  bank;  providing 
blank  credit  application  forms  and  appropriate  applica¬ 
tion  disclosures  to  individuals  who  express  interest  in 
obtaining  credit  from  the  lending  bank;  assisting  indi¬ 
viduals  in  completing  applications;  accepting  com¬ 
pleted  loan  applications  from  individuals;  and 
transmitting  all  such  applications  to  the  lending  bank. 
With  respect  to  closing  loans,  the  activities  to  be  under¬ 
taken  are  scheduling  closing  dates  with  applicants 
whose  loans  have  been  approved;  preparing  neces¬ 
sary  documents  such  as  a  credit  agreement  or  mort¬ 
gage  in  the  event  that  the  applicant  has  been  approved 
for  a  line  of  credit;  obtaining  the  necessary  signatures 
of  the  borrowers,  mortgagors  and  other  required  par¬ 
ties;  and  delivering  to  borrowers  a  book  or  line  of  credit 
checks  or  other  access  devices  if  a  loan  is  represented 
by  a  line  of  credit. 

In  the  event,  however,  that  the  approved  loan  is  a 
closed-end  credit,  the  loan  proceeds  would  be  trans¬ 
ferred  on  the  closing  date  by  ACH,  wire  transfer  or  other 
electronic  method,  by  the  lending  bank  to  a  deposit 
account  of  the  borrower  at  the  affiliated  bank.  Alterna¬ 
tively,  the  lending  bank  would  transfer  the  loan  pro¬ 
ceeds  by  wire  transfer  or  other  form  of  electronic 
transfer,  on  or  prior  to  the  closing  date,  to  a  settlement 
account  held  in  and  by  the  affiliated  bank.  At  settle¬ 
ment,  the  affiliated  bank  would  issue  to  the  borrower  its 
own  cashier’s  check  drawn  on  the  settlement  account 
at  the  affiliated  bank.  You  note  that  this  method  of 
facilitating  the  receipt  by  borrowers  of  funds  is  standard 
practice  in  the  lending  industry  whenever  closing 
agents  are  used,  such  as  in  the  residential  mortgage 


You  r  avf;  advised  the  OCC  that  the  lending  bank  has  no  branches 
at  this  time 


industry,  for  a  variety  of  reasons.  Among  the  reasons 
which  you  cite  for  transferring  funds  via  wire  transfer  to 
an  account  of  the  closing  agent  rather  than  having  the 
lending  bank  pay  the  borrower  directly,  by  issuing  a 
check  to  the  borrower  or  having  the  closing  agent  draw 
a  check  on  the  funds  of  the  lender,  are  that  it  is  less 
costly  than  the  courier  expenses  that  would  be  involved 
in  sending  the  lending  bank’s  funds  in  the  form  of  a 
cashier’s  check  to  the  closing  agent,  reduces  the  risk 
of  fraud  or  loss  during  the  transfer,  can  be  accom¬ 
plished  in  a  more  timely  manner,  and  reduces  the 
chance  of  error  that  the  bank  acting  as  closing  agent 
would  inadvertently  use  the  wrong  cashier’s  checks  in 
a  variety  of  transactions  if  it  had  to  hold  two  stocks  of 
cashier’s  checks  —  its  own  and  those  of  the  lending 
bank. 

In  addition  to  transferring  funds  to  the  affiliated  bank, 
the  lending  bank,  upon  receiving  applications  transmit¬ 
ted  by  the  affiliated  bank,  would  take  all  necessary 
steps  to  complete  the  application  file  including  obtain¬ 
ing  credit  reports,  verifying  application  information,  or¬ 
dering  appraisals,  underwriting  the  application  and 
making  the  credit  decision  to  approve  or  deny  the 
application. 

You  have  stated  that  at  all  times  during  the  application 
process,  the  affiliated  bank  will  clearly  disclose  that  the 
application  is  being  taken  on  behalf  of  the  lending  bank 
and  that  all  credit  disclosures  and  agreements  will 
clearly  identify  the  lending  bank  as  the  creditor.  If  an 
application  is  approved,  the  lending  bank  would  com¬ 
municate  that  approval  by  telephone  or  fax  to  the 
affiliated  bank  and,  if  the  customer  were  still  on  the 
premises  of  the  affiliated  bank,  the  affiliated  bank  would 
orally  inform  the  customer  that  their  “application  for 
credit  from  [specific  name  of  lending  bank]  has  been 
approved.”2  If  the  customer  were  no  longer  on  the 
premises,  the  affiliated  bank  would  contact  the  cus¬ 
tomer  by  telephone  to  give  this  notice  of  approval.  If  an 
application  were  denied,  and  the  applicant  were  still  on 
the  premises  of  the  affiliated  bank,  either  the  adverse 
action  notice  identifying  the  lending  bank  as  the  credi¬ 
tor  would  be  printed  on  a  remote  printer  located  on  the 
affiliated  bank’s  premises  and  delivered  by  the  affiliated 
bank  to  the  applicant  or  the  affiliated  bank  would  orally 
inform  the  applicant  of  the  denial  in  person  and  the 
lending  bank  would  mail  the  written  adverse  action 
notice  to  the  applicant.  If  the  applicant  were  not  still  on 
the  premises  of  the  affiliated  bank,  the  adverse  action 
letter  would  be  mailed  by  the  lending  bank  to  the 
applicant. 


'  You  expect  that  these  in-person  oral  approvals  would  not  be  uncom 
mon  since  the  bank  anticipates  that  many  loan  decisions  could  occur 
in  under  an  hour 
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Analysis 

To  be  a  branch,  a  facility  must  satisfy  a  number  of 
requirements.  It  must  offer  at  least  one  of  the  core 
activities  listed  in  12  USC  36(j),  namely,  receiving  de¬ 
posits,  paying  checks,  or  lending  money.  Clarke  v. 
Securities  Industry  Association,  479  U.S.  388  (1987).  In 
addition,  a  facility  must  be  “established,  i.e.,  owned  or 
rented,  by  the  bank."  Independent  Bankers  Association 
of  America  v.  Smith,  534  F.2d  921  (D.C.  Cir.),  cert, 
denied,  429  U.S.  862  (1976)  (Smith)]  Independent 
Bankers  Association  of  New  York  v.  Marine  Midland 
Bank,  757  F.2d  453  (2d  Cir.  1985),  cert,  denied,  476 
U.S.  1 186  (1986)  (Marine  Midland).  Finally,  the  conven¬ 
ience  to  the  public  of  the  facility’s  location  must  give  the 
bank  a  competitive  advantage  in  obtaining  customers. 
First  National  Bank  in  Plant  City  v.  Dickinson,  396  U.S. 
122  (1969).  For  a  more  detailed  discussion  of  these 
requirements,  see  generally  Interpretive  Letter  No.  634, 
[1993-1994  Transfer  Binder]  Fed.  Banking  L.  Rep. 
(CCH)  H  83,520  (July  23,  1993)  (Interpretive  Letter  No. 
634).  Most  courts  that  have  examined  the  issue  have 
concluded  that  “money”  is  “lent”  for  purposes  of  the 
McFadden  Act  at  the  time  and  place  that  a  borrower 
receive  bank  funds.  Smith,  534  F.2d  at  946  n.95;  Illinois 
v.  Continental  Illinois  National  Bank,  409  F.  Supp.  1167 
(N.D.  III.  1975)  ( Continental  Illinois).  Since  the  loan 
origination  steps  listed  above  include  only  steps  pre¬ 
liminary  to  the  lending  of  money,  it  is  clear  that  this  alone 
does  not  constitute  the  lending  of  money  within  the 
meaning  of  the  McFadden  Act.  Therefore,  the  OCC  has 
long  taken  the  position  that  loan  production  offices  are 
not  branches  and  are  not  subject  to  geographic  restric¬ 
tions.  See  12  CFR  7. 7380. 3  Thus,  with  respect  to  these 
activities,  the  affiliated  banks  would  be  acting  as  noth¬ 
ing  more  than  loan  production  offices  on  behalf  of  the 
lending  bank  within  the  explicit  parameters  of  section 
7. 7380. 4 * * 7 

We  recognize,  however,  that  your  proposal  goes  be¬ 
yond  the  specific  parameters  of  section  7.7380  as 
involved  in  the  Heimann  decision  in  that  you  also  pro¬ 
pose  closing  the  loan  at  the  loan  production  office  and, 
in  some  instances,  handing  a  check  to  the  borrower  at 


3This  interpretive  ruling  has  been  upheld  by  the  Court  of  Appeals  for 
the  District  of  Columbia  Circuit  on  grounds  of  laches.  Independent 
Bankers  Association  of  America  v.  Heimann,  627  F2d  486  (D  C  Cir 
1980).  The  ruling,  while  still  currently  in  effect,  has  been  recodified 
effective  April  1,  1996,  at  12  CFR  7.1004.  See  61  Fed  Reg.  4849, 
4863  (February  9,  1996).  The  substance  of  the  rule,  however,  has 
been  left  unchanged.  Id.  at  4851 . 

4We  note,  in  this  regard,  that  section  7.7380  explicitly  permits  a 

national  bank  to  “utilize  the  services  of  persons  .  .  not  employed  by 
the  bank  for  originating  loans  ."  12  CFR  7  7380(a).  Thus,  the  fact  that 
these  services  are  provided  by  an  affiliate  does  not  remove  the 

proposed  activities  from  the  parameters  of  that  section.  Similar 
language  is  retained  in  the  rewritten  regulation  as  codified  at  12  CFR 

7  1004(a)  See  61  Fed  Reg  4863  (February  9,  1996) 


that  facility.  That,  however,  does  not  mean  that  the 
facility  is  a  branch  within  the  meaning  of  the  McFadden 
Act.  The  OCC  long  has  recognized  that  section  7  7380 
is  a  safe  harbor,  not  an  exclusive  definition.  Merely 
because  a  facility  falls  outside  of  its  scope  does  not 
mean  that  it  necessarily  violates  the  branching  laws. 
See,  e.g.,  Interpretive  Letter  No.  634;  Interpretive  Letter 
by  Richard  V.  Fitzgerald,  chief  counsel  (June  26,  1987) 
(unpublished). 

As  discussed,  the  cases  addressing  what  constitutes 
branching,  within  the  meaning  of  the  McFadden  Act  in 
the  lending  context,  focus  on  the  disbursement  of  bank 
funds  to  a  borrower.  See  Smith  and  Continental  Illinois. 
Consequently,  the  OCC  has  taken  the  position  that  loan 
activities  short  of  in-person  disbursal  to  the  borrower 
by  the  bank,  or  at  its  facilities,  of  bank  funds  repre¬ 
senting  loan  proceeds  do  not  constitute  branching.  For 
instance,  the  OCC  has  long  taken  the  position  that 
approval  of  a  loan  is  a  back  office  function  that  can  be 
undertaken  by  a  lending  bank  at  any  site,  whether  or 
not  a  main  or  branch  office.  See,  e.g.,  Interpretive  Letter 
No.  343,  [1985-1987  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  H  85,513  (May  24,  1985);  Interpretive  Letter 
No.  667,  [1994-1995  Transfer  Binder]  Fed.  Banking  L. 
Rep.  (CCH)  1]  83,615  (October  12,  1994).  See  also, 
e.g.,  Interpretive  Letter  by  Thomas  G.  DeShazo,  deputy 
comptroller  (April  5,  1973)  (unpublished);  Interpretive 
Letter  by  Roberta  W.  Boylan,  assistant  director,  Legal 
Advisory  Services  Division  (October  21,  1980);  Inter¬ 
pretive  Letter  No.  634;  Interpretive  Letter  by  Christo¬ 
pher  C.  Manthey,  senior  attorney,  Bank  Activities  and 
Structure  (December  22,  1994)  (closings  not  constitut¬ 
ing  branching  functions)  (unpublished).  Consequently, 
it  is  clear  that  the  various  functions  listed  above  related 
to  the  closing  of  the  loans,  short  of  disbursing  loan 
proceeds,  do  not  constitute  branching  functions. 

Finally,  the  two  methods  that  you  propose  to  disburse 
loan  proceeds  do  not  constitute  branching.  The  mere 
crediting  by  the  lending  bank  of  loan  proceeds  to  a 
deposit  account  of  the  borrower  at  the  affiliated  bank 
without  any  in-person  contact  between  the  lending 
bank  and  borrower  constitutes  a  back  office  function 
not  subject  to  branching  limitations.  See  Interpretive 
Letter  by  Mr.  Manthey  (December  22,  1994)  (unpub¬ 
lished).  Cf.,  e.g.  Interpretive  Letter  No.  634  (and  letters 
cited  therein  explaining  that  back  office  functions  of 
banks  not  involving  in-person  contact  with  customers 
do  not  implicate  branching  limitations).  Any  sub¬ 
sequent  in-person  withdrawals  by  the  customer  of 
those  funds  from  his  or  her  deposit  account  at  the 
affiliated  bank  would  constitute  a  branching  function 
within  the  meaning  of  the  McFadden  Act  See  Smith  at 
942-945.  However,  that  transaction  would  comport  with 
the  branching  statutes  because  it  would  be  undertaken 
at  a  branch  of  the  customer's  bank  of  deposit. 
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Additionally,  branching  limitations  would  not  be  vio¬ 
lated  when  the  affiliated  bank  issues  its  own  cashier’s 
check  drawn  on  an  account  held  in  its  own  name,  for 
the  benefit  of  borrowers,  and  delivers  those  checks  to 
the  borrowers  as  part  of  the  closing  transaction.  See 
Interpretive  Letters  by  Mr.  Manthey  (December  22, 
1994  and  August  22,  1995)  (unpublished)  (checks 
drawn  by  escrow  agent  on  his  or  her  own  account  are 
funds  of  escrow  holder,  not  lender;  thus,  since  bank 
funds  are  not  delivered  to  the  borrower  at  the  closing, 
the  loan  is  not  “made"  for  branching  purposes  at  that 
time).  These  interpretations  have  now  been  adopted  by 
the  OCC  in  the  form  of  a  final  rule,  to  be  codified  at  12 
CFR  7.1003(a).  See 61  Fed.  Reg.  4849,  4863  (February 
9,  1996).* 1 2 * *  5 

Consequently,  I  conclude  that  if  the  lending  procedures 
undertaken  by  the  affiliated  bank  comport  with  your 
description,  the  office  of  the  affiliated  bank  would  not 
be  considered  to  be  a  branch  for  purposes  of  12  USC 
36. 6 

You  also  have  asked  whether  the  performance  of  these 
services  by  an  affiliated  bank  in  one  state  would  affect 
the  authority  of  the  lending  bank  solely  in  another  state 
to  charge  interest  in  accordance  with  the  laws  of  the 
state  in  which  the  main  office  of  the  lending  bank  is 
located  as  those  state  laws  are  applied  to  national 


5Section  7.1003(a)  provides: 

(a)  General.  For  purposes  of  what  constitutes  a  branch  within 
the  meaning  of  12  USC  36(j)  and  12  CFR  5.30,  ‘money’  is 
deemed  to  be  lent’  only  at  the  place,  if  any,  where  the  borrower 
in-person  receives  loan  proceeds  directly  from  bank  funds: 

(1)  From  the  lending  bank  or  its  operating  subsidiary;  or 

(2)  At  a  facility  that  is  established  by  the  lending  bank  or  its 

operating  subsidiary. 

Id  at  4863.  In  explaining  this  provision,  the  OCC  stated  that  this 
language: 

clarifies  that  the  key  portion  of  a  loan  transaction  for  branching 
purposes  is  in-person  receipt  by  the  borrower  from  the  bank  or 
on  bank  premises  of  loan  proceeds  directly  from  bank  funds — 
not  disbursement  by  the  bank  through  any  mechanism,  nor 
disbursement  of  funds  that  at  the  time  of  receipt  by  the  borrower 
are  not  bank  funds 

Id  at  4852 

"'Because  of  the  basis  on  which  we  have  resolved  this  issue,  it  is  not 
necessary  to  consider  whether  the  proposed  activities  of  the  affiliated 
banks  would  come  within  the  parameters  of  the  OCC’s  interpretive 
letters  permitting  affiliated  banks  to  provide  accommodation  services 
to  customers  of  each  other  See.  eg,  OCC  Interpretive  Letter  No. 
610,  [1992-93  Transfer  Binder]  Fed.  Banking  L  Rep  (CCH)  |)  83,448 
(October  8.  1992)  It  is  also  unnecessary  to  consider  whether  any  or 
all  of  the  proposed  activities  are  authorized  under  12  USC  1828(r) 
(permitting  on  a  nonexclusive  basis  and  with  certain  limitations 
affi hated  banks  to  provide  certain  services  as  agent  for  each  other). 
Likewise,  if  is  not  necessary  to  consider  whether  the  facilities  of  the 
aff  hated  banks  should  be  considered  to  be  "established"  by  the 
lending  bank  for  branching  purposes  within  the  meaning  of  the 
McFadden  Act  See.  e  g  .  Marine  Midland  at  462-63,  Cades  v  H  & 
B  Block  43  F  3d  869,  874  (4th  Cir  1994),  cert  denied.  115  S  Ct  2247 
(1995) 


banks  through  12  USC  85.  Section  85  provides  several 
alternative  interest  rates  that  a  national  bank  may 
charge.  The  first  alternative  provides  that  “[a]ny  asso¬ 
ciation  may  .  .  .  charge  on  any  loan  .  .  .  interest  allowed 
by  the  laws  of  the  state  .  .  .  where  the  bank  is  located 
.  .  .  ,”7  For  purposes  of  section  85,  it  is  beyond  dispute 
that  a  national  bank  is  “located”  in  the  state  of  its  main 
office.  See  Marquette  Nat’l  Bank  v.  First  of  Omaha  Serv. 
Corp.,  439  U.S.  299  (1978).  After  considering  the  his¬ 
tory  and  purposes  of  Section  85  in  two  recent  opinion 
letters,  the  OCC  has  concluded  that  for  purposes  of 
Section  85,  a  national  bank  also  is  located  in  each  state 
in  which  it  has  a  branch.  See  Interpretive  Letter  No.  686, 
[Current  Binder]  Fed.  Banking  Law  Rep.  (CCH)  H  81-001 
(September  11,  1995);  Interpretive  Letter  by  Julie  L. 
Williams,  chief  counsel  (January  31,  1996)  (unpub¬ 
lished)  (the  Williams  letter).  Upon  determining  that  a 
bank  was  “located”  in  more  than  one  state  for  purposes 
of  section  85  because  it  had  its  main  office  and/or 
branches  in  more  than  one  state,  those  letters  then 
analyzed  whether  the  interest  rates  authorized  under 
the  laws  of  one  of  those  states  in  which  the  national 
bank  involved  was  located  were  incorporated  into  sec¬ 
tion  85  and  could  be  charged  by  the  bank.  The  OCC 
determined  that  whether  the  laws  of  one  of  those  states 
could  be  charged  depended  on  whether  there  was  a 
clear  nexus  between  the  loan  transaction  and  the  main 
office  or  a  branch  office  of  that  bank  located  in  the  state 
the  laws  of  which  the  national  bank  sought  to  apply.  See 
Interpretive  Letter  No.  686  and  the  Williams  letter.  The 
bank  in  the  present  situation  —  with  only  a  main  office 
and  no  branch  offices  —  is  “located,”  for  purposes  of 
section  85,  in  only  one  state.  Consequently,  that  state’s 
usury  laws  are  the  only  usury  laws  incorporated  under 
section  85  and  the  interest  rates  that  the  bank  charges 
must  be  in  accordance  with  those  state  laws  as  applied 
to  national  banks  by  section  85.  Consequently,  be¬ 
cause  under  these  facts,  there  is  no  choice  that  could 
be  made  by  the  bank  with  respect  to  the  applicability 
of  the  usury  law  of  more  than  one  state,  there  is  no  need 
to  —  nor  could  we  —  undertake  the  second  stage  of 
the  analysis  which  requires  a  determination  of  a  clear 
nexus  between  the  loan  transaction  and  a  bank  branch 
or  main  office.  In  this  situation,  there  simply  is  no  branch 
office  of  the  lending  bank  in  any  state  with  which  a  clear 
nexus  could  exist. 

In  summary,  the  lending  bank  would  not  be  “located" 
in  the  state  of  an  affiliated  bank  and  would  have  no 


7The  other  alternatives  are  that  the  bank  may  charge  one  percent 
above  the  Federal  Reserve  discount  rate  on  commercial  paper  and 
that  where  the  laws  of  any  state  permit  a  different  rate  for  banks 
organized  under  state  laws,  that  rate  is  permissible  for  national  banks 
organized  or  existing  in  that  state  Where  state  law  does  not  fix  a  rate 
the  statute  permits  national  banks  to  charge  the  greater  of  up  to  7 
percent  or  up  to  1  percent  above  the  Federal  Reserve  discount  rate 
on  commercial  paper 
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basis,  under  the  first  alternative  interest  rate  set  forth  in 
section  85,  to  charge  interest  permitted  under  the  laws 
of  any  state  except  the  one  state  in  which  its  main  office 
is  located.8 

I  hope  that  this  has  been  responsive  to  your  inquiry. 

Eric  Thompson 
Director 

Bank  Activities  and  Structure  Division 

★ *  *  * 


8We  note  also  that  this  result  is  consistent  with  that  reached  under  an 
analysis  of  the  agency  banking  provisions  of  the  Riegle-Neal  Inter¬ 
state  Banking  and  Branching  Efficiency  Act  of  1994,  Pub.  L.  No. 
1 03-328,  1 08  Stat.  2338  (enacted  September  29,  1 994).  While  we  do 
not  rely  on  those  provisions  in  reaching  our  conclusions  about  the 
permissibility  of  the  agency  banking  functions  that  you  propose,  we 
note  that  section  1 1 1  of  the  Act  (the  “savings  clause”)  provides  that: 

No  provision  of  this  title  and  no  amendment  made  by  this  title  to 
any  provision  of  law  shall  be  construed  as  affecting  in  any  way — 

★  ★  ★ 

(3)  the  applicability  of  [S]ection  85  or  [the  usury  provisions]  of 
the  Federal  Deposit  Insurance  Act. 

The  sponsor  of  this  provision,  Senator  Roth,  in  discussing  its  impact 
on  the  applicability  of  Section  85  to  interstate  banks,  made  it  clear 
that  a  lending  bank  that  utilized  an  affiliated  bank  in  another  state  to 
engage  in  ministerial  functions  related  to  its  lending  activities  would 
not  lose  the  ability  to  charge  rates  permitted  to  it  by  the  state  in  which 
it  was  located.  As  Senator  Roth  stated,  when  one  combines  the 
agency  banking  provisions  of  the  Act  with  the  savings  clause: 

[l]t  is  clear  that  the  conferees  intend  that  a  bank  in  State  A  that 
approves  a  loan,  extends  the  credit,  and  disburses  the  pro¬ 
ceeds  to  a  customer  in  State  B,  may  apply  the  law  of  State  A 
even  if  the  bank  has  a  branch  or  agent  in  State  B  and  even  if 
that  branch  or  agent  performed  some  ministerial  functions  .  .  . 

140  Cong.  Rec.  S12790  (daily  ed.  Sept.  13,  1994).  Significantly, 
Senator  Roth  distinguished  between  the  “actual  disbursal  of  pro¬ 
ceeds"  —  which  in  the  case  at  issue  would  be  done  by  the  lending 
bank  —  and  “delivering  previously  disbursed  funds  to  a  customer" 
-  which  in  the  case  at  issue  would  be  done  by  the  affiliated  bank 
and  which  was  considered  by  Senator  Roth  to  be  a  “ministerial 
function."  Id  at  SI 2789.  Thus,  the  facts  at  issue  here  are  analogous 
to  those  foreseen  by  Senator  Roth.  A  similar  approach  is  reflected  in 
case  law  See  Cades,  43  F.3d  at  873-74  (national  bank  in  Delaware 
which  approved  loan  in  Delaware,  originated  proceeds  in  Delaware 
and  transmitted  them  to  South  Carolina  for  disbursal  to  borrower, 
could  charge  rates  permitted  under  Delaware  law  even  though 
agents  of  bank  in  South  Carolina  solicited  borrower  in  a  face-to-face 
transaction  and  all  relevant  documents  were  signed  in  South  Caro¬ 
lina) 


722  — May  1996 


Dear  Sir/Madam: 

This  responds  to  your  February  22,  1 996  letter  request¬ 
ing,  on  behalf  of  your  client,  that  the  Office  of  the 
Comptroller  of  the  Currency  (OCC)  confirm  its  position 
on  a  national  bank’s  ability  to  invest  collective  invest¬ 
ment  fund  (CIF)  assets  in  mutual  funds  and  to  receive 
trustee  fees  notwithstanding  the  fees  a  mutual  fund  also 
charges  participants  or  any  corresponding  mutual  fund 
fee  the  bank  may  receive  as  a  mutual  fund  servicer.  We 
believe  a  national  bank  may  invest  CIF  assets  in  mutual 
funds,  including  mutual  funds  that  pay  the  bank  serv¬ 
icing  fees,  without  the  bank  having  to  reduce  its  trustee 
fees,  if  the  bank  in  question  concludes,  based  upon  a 
reasoned  opinion  of  trust  counsel,  that  such  an  ar¬ 
rangement  is  authorized  by  applicable  state  law,  is 
consistent  with  the  trust  instrument,  is  appropriate  for 
the  particular  trust  accounts,  and  is  consistent  with 
OCC  regulations,  including  in  particular,  12  CFR 
9.18(b)(12). 

State  law  and  the  trust  instrument  govern  the  types  of 
investments  a  national  bank  trustee  may  make.  12  CFR 
9.11(a).1  Not  only  must  banks  invest  trust  assets  in 
permissible  types  of  investments,  but  the  particular 
investment  chosen  from  among  the  authorized  types 
also  must  be  appropriate.  A  particular  investment  is 
appropriate  if  it  is  consistent  with  the  trust  instrument’s 
requirements  or  the  state  law’s  “prudent  investor” 
standards  and  with  the  bank’s  other  fiduciary  duties.2 

Investing  trust  assets  in  mutual  funds  that  compensate 
a  national  bank  trustee  for  advisory  or  other  services 
creates  a  conflict  of  interest  under  1 2  CFR  9. 1 2(a).  See 
Comptroller’s  Handbook  for  Fiduciary  Activities,  Fidu¬ 
ciary  Precedent  9.2105,  p.  225.  A  conflict  of  interest 
arises  when  a  bank  trustee  makes  an  investment  that 
might  lead  the  bank  to  disregard  or  ignore  the  trust 
beneficiaries’  best  interest.  Under  section  9.12(a),  a 
national  bank  may  invest  trust  assets  in  proprietary 
mutual  funds  and  receive  compensation  from  the  mu¬ 
tual  funds  to  the  extent  authorized  under  state  law,  the 
trust  instrument,  or  court  order. 


'The  recently  proposed  revisions  to  12  CFR  9  1 1  would  require  banks 
to  invest  fiduciary  assets  in  accordance  with  "applicable  law  "  60  Fed 
Reg.  66163,  66176  (1995)  “Applicable  law”  under  the  regulation 
means  federal  law,  state  fiduciary  law,  the  trust  instrument,  or  court 
order.  Id  at  66174 

^Employee  benefit  plans  must  adhere  to  the  requirements  set  forth 
in  the  Employee  Retirement  Income  Security  Act  of  1974.  as 
amended,  including  its  prudent  investor  standards  See  29  USC 
1001 ,  et  seq 
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Most  states  have  enacted  statutes  identifying  both  pro¬ 
prietary  and  nonproprietary  mutual  funds  as  permissi¬ 
ble  investments  for  trust  assets.  If  appropriate,  mutual 
fund  investments  offer  certain  advantages  for  trust  ac¬ 
counts,  such  as  enhanced  investment  diversification, 
economies  of  scale,  and  public  information  on  values 
and  returns. 

Because  investing  CIF  assets  in  mutual  funds  can  result 
in  CIF  participants  having  to  pay  additional  fees,  a  na¬ 
tional  bank  must  consider  the  fees  it  and  the  mutual  fund 
receive  when  determining  whether  a  particular  mutual 
fund  investment  is  appropriate.  A  mutual  fund  ultimately 
charges  its  shareholders,  including  any  CIF  participant 
investors,  for  investment  management,  administrative, 
brokerage,  transfer  agent,  custodial,  or  other  services  that 
the  mutual  fund’s  service  providers  perform. 

While  such  fees  do  not  make  mutual  fund  investments 
per  se  inappropriate  for  CIFs,  the  bank’s  overall  fees, 
when  considered  with  the  mutual  funds’  fees,  must 
comply  with  any  state  law  requirement  that  fees  be 
reasonable,  necessary,  or  appropriate,3  and  the  disclo¬ 
sure  of  the  fee  arrangement  must  conform  to  any  rele¬ 
vant  state  law  requirements.  Absent  state  law,  trust 
instrument,  or  other  party  agreement  regulating  or  de¬ 
fining  appropriate  fiduciary  compensation,  OCC  regu¬ 
lation  requires  that  fees  paid  to  a  national  bank  fiduciary 
must  be  reasonable.  12  CFR  9.15 

The  reasonableness  of  a  fee,  and  the  prudence  of  the 
investment  creating  additional  fees,  depends  in  part 
upon  the  services  obtained  for  the  fee.  The  Restate¬ 
ment  of  the  Law  (Third)  of  Trusts  discusses  the  dual 
compensation  problem  that  can  arise  when  fiduciaries 
invest  trust  assets  in  mutual  funds.  According  to  the 
Restatement, 

Even  assuming  fiduciary  care  in  comparing  costs 
and  avoiding  excessive  charges,  fund  managers 
inevitably  must  be  compensated  in  one  way  or 
another.  If  the  trustee  also  receives  commissions 
from  the  trust,  they  must  be  appropriate  to  the 
duties  performed;  and  overall  management  costs 
to  the  trust  estate  must  not  be  unreasonable  in 
light  of  alternatives  realistically  available  to  the 
particular  trustee. 

Restatement  of  the  Law  (Third)  of  Trusts,  227,  comment 
m  (1992). 

In  addition  to  these  considerations  applicable  to  all 
types  of  fees,  OCC  regulations  also  specifically  limit  the 


management  fee  a  national  bank  can  charge  its  CIF 
participants.  According  to  the  relevant  portion  of  OCC 
regulation  12  CFR  9. 1 8(b)(  1 2),  a  national  bank 

may  charge  a  fee  for  the  management  of  the 
collective  investment  fund:  Provided,  That  the 
fractional  part  of  such  fee  proportionate  to  the 
interest  of  each  participant  shall  not,  when  added 
to  any  other  compensations  charged  by  a  bank  to 
a  participant,  exceed  the  total  amount  of  compen¬ 
sations  which  would  have  been  charged  to  said 
participant  if  no  assets  of  said  participant  had 
been  invested  in  participations  in  the  fund. 

This  management  fee  restriction  is  meant  to  prevent 
“double  charging”  and  potential  conflicts  of  interest 
where  the  fiduciary  possesses  investment  discretion. 
55  Fed.  Reg.  4184,  4192  (1990).  A  national  bank’s 
management  fees  for  CIFs  invested  in  mutual  funds 
must  comply  with  the  fee  restrictions  contained  in  12 
CFR  9.18(b)(12). 

Banks  that  invest  CIF  assets  in  proprietary  and  nonpro¬ 
prietary  mutual  funds  must  perform  investment  and 
compensation  analysis  to  ensure  that  the  investment 
and  the  attendant  fees  are  appropriate.  In  our  opinion, 
a  national  bank  may  invest  CIF  assets  in  mutual  funds 
and  receive  fees  for  servicing  the  mutual  fund  without 
reducing  its  trustee  fees  provided  that  the  bank  con¬ 
cludes,  on  the  basis  of  the  particular  facts  presented, 
and  supported  by  a  reasoned  opinion  of  trust  counsel, 
that  applicable  state  law,  the  governing  trust  instru¬ 
ment,  and  OCC  regulation  12  CFR  9. 1 8(b)(  1 2)  permit 
such  arrangements.  A  national  bank  must  also  deter¬ 
mine  that  the  investment  is  prudent  and  appropriate  for 
the  trust  accounts,  given  the  investment  alternatives 
realistically  available  to  the  trustee,  and  trust  counsel 
should  also  address  whether  the  investment  is  other¬ 
wise  consistent  with  state  law  fiduciary  requirements, 
including  the  obligation  to  incur  only  reasonable  ex¬ 
penses  and  to  periodically  review  the  prudence  of 
retaining  these  investments. 


Julie  L.  Williams 
Chief  Counsel 

★  *  * 


’See  Restatement  of  the  Law  (Third)  of  Trusts,  227(c)(3)  (1992);  and 
III  Scott  &  Fratcher  The  l  aw  of  Trusts,  188  (4th  ed  1988) 
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723  —  May  1996 


Dear  Sir/Madam: 

This  letter  responds  to  your  inquiry  regarding  the 
application  of  Community  Reinvestment  Act  (CRA) 
regulations  to  a  financial  institution’s  purchases  of 
debentures.  As  you  probably  know,  the  four  federal 
financial  supervisory  agencies  finalized  new  CRA  regu¬ 
lations  on  May  4,  1995.  See  60  Fed.  Reg.  22,156  (May 
4,  1995)  (to  be  codified  at  12  CFR  25,  228,  345  and 
563e).  The  agencies’  regulations  are  substantively 
identical.  Therefore,  staff  from  all  of  the  agencies  have 
considered  the  issue  you  raised,  and  they  concur  in  the 
opinions  expressed  in  this  letter. 

As  your  letter  explains,  the  company  is  a  specialized 
small  business  investment  company  (SSBIC)  that 
makes  loans  to,  and  investments  in,  small  minority- 
owned  businesses.  These  businesses  must  meet  cer¬ 
tain  size  specifications  set  out  in  regulations  of  the 
Small  Business  Administration  (SBA)  governing  the 
SBA’s  small  business  investment  company  program. 
The  company  is  interested  in  selling  unsecured  deben¬ 
tures  to  raise  capital  to  continue  its  small  business 
lending  and  investment  programs.  These  debentures 
will  be  $100,000  each  and  will  not  be  rated  by  a  private 
rating  agency. 

You  have  asked  whether  a  financial  institution  would 
receive  positive  CRA  consideration  for  the  purchase  of 
an  SSBIC  debenture,  and  whether  the  purchase  would 
be  considered  a  “qualified  investment”  or  a  “community 
development  loan”  under  the  new  CRA  regulation. 1  The 
new  CRA  regulation  provides  a  detailed  framework  for 
evaluating  an  institution’s  CRA  performance.  The  new 
rule  sets  out  a  number  of  different  evaluation  methods 
for  examiners  to  use,  depending  on  the  business  strat¬ 
egy  and  size  of  the  institution  under  examination.  Re¬ 
gardless  of  the  evaluation  methods  used  by  examiners, 
however,  any  financial  institution  can  receive  positive 
consideration  for  making  a  “qualified  investment”  or  a 
“community  development  loan”  that  benefits  its  assess¬ 
ment  area  or  a  broader  statewide  or  regional  area  that 
includes  the  assessment  area.  As  explained  below, 
depending  on  the  nature  of  the  transaction,  an  institu¬ 
tion’s  purchase  of  an  SSBIC  debenture  could  be  con¬ 
sidered  either  a  qualified  investment  or  a  community 
development  loan. 


^his  letter  addresses  only  whether  a  purchase  of  the  debentures 
would  receive  favorable  CRA  consideration.  It  does  not  address 
whether  such  a  purchase  would  be  lawful.  The  CRA  does  not  provide 
financial  institutions  with  any  independent  authority  to  make  loans  or 
investments  Furthermore,  the  agencies  do  not  endorse  particular 
lending  or  investment  products. 


Federal  law  limits  the  types  of  investment  securities  that 
financial  institutions  may  purchase  for  their  own  ac¬ 
count.  See,  e.g.,12  USC  24(Seventh)  (applicable  to 
national  banks),  335  (state  member  banks),  1831a(c) 
and  (f)  (state  nonmember  banks),  and  1464(c)  (federal 
thrifts).  For  example,  a  national  bank  may  invest  in 
debentures  only  if  they  are  readily  marketable.  See, 
e.g.,  OCC  Interpretive  Letter  No.  703  (January  26, 
1996).  However,  banks  also  have  authority  to  make 
certain  investments  that  are  primarily  designed  to  pro¬ 
mote  the  public  welfare.  See,  e.g.,  12  USC  24(Eleventh) 
and  12  CFR  24  (authorizing  national  banks  to  make 
public  welfare  investments);  and  12  CFR  225.25(b)(6) 
(permitting  bank  holding  companies  to  make  equity 
and  debt  investments  to  promote  the  public  welfare). 

If  an  institution  could  demonstrate  that  the  debentures 
are  legally  authorized  investments,  the  debentures 
would  be  considered  “qualified  investments"  under  the 
CRA  regulation.  The  new  CRA  regulation  defines  “quali¬ 
fied  investment”  as  “a  lawful  investment,  deposit,  mem¬ 
bership  share  or  grant  that  has  as  its  primary  purpose 
community  development.”  See  60  Fed.  Reg.  at  22, 1 80; 
22,191;  22,202;  and  22,213  (to  be  codified  at  12  CFR 
25.12(s),  228.12(s),  345.12(s),  and  563e.12(r)).  “Com¬ 
munity  development”  is  defined  to  include,  among 
other  things,  “activities  that  promote  economic  devel¬ 
opment  by  financing  businesses  [that  meet  the  size 
specifications  in  regulations  governing  the  SBA's  small 
business  investment  company  and  small  business  de¬ 
velopment  company  programs].”  See  60  Fed.  Reg.  at 
22,179;  22,191;  22,202;  and  22,213  (to  be  codified  at 
12  CFR  25.12(h)(3),  228.12(h)(3),  345.12(h)(3),  and 
563e.  12(g)(3)). 

A  purchase  of  an  SSBIC  debenture  has  as  its  primary 
purpose  community  development  because  the  deben¬ 
ture  enables  the  SSBIC  to  continue  its  small  business 
lending  and  investment  programs  pursuant  to  SBA 
guidelines.  Moreover,  the  debenture  has  a  covenant 
that  requires  the  use  of  proceeds  from  the  debenture  in 
the  assessment  area  of  the  bank  or  thrift  that  purchases 
it.  Therefore,  assuming  the  purchase  of  the  debenture 
qualifies  as  an  investment,  examiners  would  give  posi¬ 
tive  consideration  to  the  purchase  as  a  qualified  invest¬ 
ment  under  any  of  the  new  performance  tests  and 
standards  in  the  new  CRA  regulations.2 


Examiners  of  large  institutions,  which  are  evaluated  under  the 
lending,  investment  and  service  tests,  consider  qualified  investments 
under  the  investment  test.  See  60  Fed  Reg  at  22,181,  22,192, 
22,204;  and  22,215  (to  be  codified  at  12  CFR  25.23(a),  228.23(a), 
345.23(a),  and  563e. 23(a)).  In  a  small  institution  examination,  exam¬ 
iners  may  consider,  if  appropriate,  qualified  investments  as  other 
lending-related  activities  See  60  Fed  Reg  at  22,182,  22,193. 
22,205;  and  22,216  (to  be  codified  at  12  CFR  25.26(a),  228  26(a), 
345.26(a),  and  563e  26(a)).  Qualified  investments  may  also  be  con¬ 
sidered  to  determine  if  a  small  institution  merits  an  outstanding  CRA 
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Similarly,  if  a  SSBIC  debenture  were  carried  on  a  finan¬ 
cial  institution’s  books  as  a  loan  rather  than  as  an 
investment,  the  loan  would  be  considered  a  community 
development  loan  under  the  new  CRA  regulation.* * 3  A 
community  development  loan,  like  a  qualified  invest¬ 
ment,  receives  favorable  consideration  under  any  of  the 
evaluation  methods  in  the  CRA  regulation.  Thus,  exam¬ 
iners  will  favorably  consider  as  a  community  develop¬ 
ment  loan  the  purchase  of  an  SSBIC  debenture  such 
as  the  one  you  have  described. 

I  trust  this  letter  has  been  responsive  to  your  inquiry. 
You  may  also  be  interested  to  know  that  the  staffs  of  the 
four  financial  supervisory  agencies  are  presently  devel¬ 
oping  written  guidance  to  assist  in  resolving  interpretive 
questions  arising  under  the  new  CRA  regulation. 

Matthew  Roberts 
Director 

Community  and  Consumer  Law  Division 

★  ★  ★ 


rating.  See  60  Fed.  Reg.  at  22,188;  22,200;  22,211;  and  22,223  (to 
be  codified  at  12  CFR  25  app.  A(d)(2),  pt.  228  app.  A(d)(2),  pt.  345 
app.  A(d)(2),  and  pt  563e  app  A(d)(2)).  The  community  develop¬ 
ment  test,  which  is  appropriate  for  institutions  designated  as  whole¬ 
sale  and  limited  purpose  institutions,  evaluates,  inter  alia,  the  number, 
amount,  complexity  and  innovativeness  of  qualified  investments.  See 
60  Fed.  Reg.  at  22,182;  22,193;  22,204;  and  22,215  (to  be  codified 
at  1 2  CFR  25.25(c)(  1 )  and  (2),  228.25(c)(  1 )  and  (2),  345.25(c)(  1 )  and 
(2),  and  563e. 25(c)(1)  and  (2)).  And,  finally,  institutions  evaluated  on 
the  basis  of  a  strategic  plan  must  include  in  their  plan  how  they  intend 
to  meet  the  credit  needs  of  their  assessment  area(s).  They  may  meet 
credit  needs  through  lending,  investment,  and/or  services.  See  60 
Fed  Reg.  at  22,183;  22,194;  22,205;  and  22,216  (to  be  codified  at 
1 2  CFR  25.27(f)(  1 ),  228.27(f)(  1 ),  345.27(f)(  1 ),  and  563e.27(f)(  1 )  (em¬ 
phasis  added)).  A  strategic  plan  will  be  evaluated  on  the  basis  of, 
inter  alia,  the  amount  and  innovativeness,  complexity  and  respon¬ 
siveness  of  the  institution's  qualified  investments.  See  60  Fed  Reg. 
at  22,183;  22,194;  22,205;  and  22,216  (to  be  codified  at  12  CFR 
25  27(g)(3)(ii),  228.27(g)(3)(h),  345.27(g)(3)(h),  and 

563e.27(g)(3)(ii)). 

3 See  60  Fed  Reg.  at  22,179,  22,190,  22,202,  and  22,213  (to  be 
codified  at  12  CFR  25.12(i),  228  12(i),  345  12(i),  and  563.12(h)).  A 
large  retail  institution’s  record  of  helping  to  meet  community  credit 
needs  through  its  lending  activities  is  evaluated  under  the  lending 
test  See  60  Fed  Reg  at  22,180,  22,192,  22,203,  and  22,214  (to  be 
codified  at  12  CFR  25  22,  248  22,  345.22,  and  563e.22)).  Under  the 
lending  test,  examiners  consider  an  institution’s  originations  and 
purchases  of  loans,  including  community  development  loans.  See  60 
Fed  Reg  at  22, 180-181, 22,192,  22,203,  and  22,214  (to  be  codified 
at  12  CFR  25  22(a)-(c),  228  22(a)-(c),  345.22(a)-(c),  and  563e. 22(a)- 
(c))  Community  development  loans  may  also  be  considered  favor¬ 
ably  m  the  evaluations  of  small  institutions,  wholesale  and  limited 
purpose  institutions,  and  institutions  evaluated  based  on  a  strategic 
See  60  Feb  Reg  at  22, 182-83,  22, 193-94,  22,204-05,  22,215- 
17  t to  be  codified  at  12  CFR  §§  25  25(c),  25  26(a),  25  27(f)(1), 
fgK3)(i).  and  pt  25  app  A(d)(2).  228  25(c),  228  26(a),  228  27(f)(1), 
(g)(3)(i),  and  pt  228  app  A(d)(2),  §§  345  25(c),  345.26(a), 
345  27(f)(1),  (g)(3Xi),  and  pt  345  app  A(d)(2);  and  563e  25(c), 
563e  26fa),  563e  27(f)(1),  (g)(3)(i),  and  pt  563e  app  A(d)(2)) 


724  —  May  1996 


Dear  Sir/Madam: 

This  is  in  response  to  your  letter  of  April  3,  1996, 
concerning  the  sale  by  national  banks  in  Ohio  of  vehicle 
service  contracts  to  their  loan  customers. 

Interpretive  Letter  No.  671,  July  10,  1995,  reprinted  in 
[Transfer  Binder  1994-95]  Fed.  Banking  L.  Rep.  (CCH) 
H  83,619,  opined  that  a  national  bank’s  sale  of  such 
contracts  to  its  vehicle  loan  and  lease  customers  would 
be  incidental  to  its  secured  lending  activity  and  there¬ 
fore  permissible  under  12  USC  24(Seventh).  That  letter 
responded  to  a  specific  proposed  program  which  was 
described  in  the  bank’s  inquiry  as  having  the  following 
features:  (1)  the  term  of  the  vehicle  service  contract 
would  not  exceed  the  term  of  the  automobile  loan  or 
lease;  (2)  the  contract  would  cover  preexisting  me¬ 
chanical  defects  in  the  vehicle,  but  it  would  not  pay  for 
expenses  related  to  scheduled  maintenance  or  routine 
repairs;  (3)  the  bank  would  not  underwrite  the  vehicle 
service  contracts  or  provide  repair  services;  and  (4)  the 
bank  would  be  a  master  contract  holder  for  all  vehicle 
service  contracts  sold  to  its  vehicle  loan  and  lease 
customers. 

You  are  familiar  with  this  letter,  and  ask  if  two  variations 
are  possible  for  your  Ohio  national  bank  clients  en¬ 
gaged  in  selling  such  vehicle  service  contracts  to  their 
loan  customers.  First,  may  a  bank  sell  such  a  contract 
to  its  customer  who  purchases  his  or  her  vehicle  with 
proceeds  derived  from  a  home  equity  line  of  credit 
offered  by  the  bank,  rather  than  from  a  standard  vehicle 
loan?  Second,  may  the  term  of  the  vehicle  service 
contract  be  different  from  the  term  of  the  loan  used  to 
purchase  the  vehicle? 

In  my  opinion,  these  two  differences  in  detail  should  not 
be  deemed  to  prevent  the  bank  lender  from  selling  a 
vehicle  service  contract  to  its  borrower  who  is  using  the 
loan  proceeds  to  buy  the  vehicle.  Such  a  sale  is  still 
incidental  to  the  bank’s  secured  lending  activity  under 
12  USC  24(Seventh).  As  to  the  first  variation,  Interpre¬ 
tive  Letter  No.  671,  supra,  reasons  that  when  a  bank 
enters  into  a  vehicle  loan  or  lease  arrangement  with  its 
customer,  the  sale  of  a  service  contract  protecting  the 
vehicle  in  the  event  of  a  mechanical  breakdown  is 
related  to  the  underlying  credit  transaction  in  two  ways 
—  such  a  service  contract  protects  the  bank's  collat¬ 
eral,  and  makes  it  more  likely  that  the  borrower  will 
continue  to  be  able  to  make  timely  repayments  on  the 
credit.  You  indicated  to  me  by  telephone  that  your  bank 
clients  sometimes,  but  not  always,  take  a  security  inter¬ 
est  in  the  vehicle  when  their  borrowers  utilize  proceeds 
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from  a  home  equity  line  of  credit  to  purchase  the 
vehicle.  When  the  bank  does  take  such  a  security 
interest  in  the  vehicle,  then  both  points  from  Interpretive 
Letter  No.  671,  supra,  remain  relevant,  i.e. ,  the  bank  is 
protecting  its  interest  in  the  collateral,  and  its  interest  in 
the  borrower  being  able  to  repay  on  time.  Even  when 
the  bank  takes  no  security  interest  in  the  vehicle, 
though,  the  second  point  about  the  bank  having  an 
interest  in  the  borrower’s  repayment  capability  not  be¬ 
ing  negatively  impacted  by  damage  to  the  vehicle  still 
applies.  Therefore,  the  sale  of  the  service  contract  is  an 
incident  of  the  bank’s  lending  activity. 

I  also  do  not  think  that  the  term  of  the  vehicle  service 
contract  must  always  be  matched  to  the  term  of  the 
loan,  regardless  of  the  situation.  You  indicate  that  some¬ 
times  the  home  equity  lines  of  credit  being  offered  by 
your  bank  clients  have  no  specific  repayment  term. 
Even  when  they  do,  the  service  contract  term  and  the 
loan  term  which  are  most  appropriate  for  the  customer 
may  not  always  be  identical.  If  the  borrower  wants  to 
purchase  a  vehicle  service  contract  of  a  particular  term, 
say  four  or  five  years,  there  seems  to  be  no  good  reason 
why  this  should  not  be  possible  to  do,  even  if  the  loan 
might  be  of  a  different  term  or  no  term  at  all.  This  answer 
assumes  that  the  bank’s  customer  is  making  the  deci¬ 
sion,  based  upon  his  or  her  own  circumstances  and 
preference. 

William  B.  Glidden 
Assistant  Director 

Bank  Activities  and  Structure  Division 

★  *  * 


725  — May  1996 


Richard  K.  Kim,  Esquire 
Assistant  General  Counsel 
NationsBank  Corporation 
Legal  Department 
NationsBank  Corporate  Center 
NC- 1-007-20-01 

Charlotte,  North  Carolina  28255 

Re:  Notification  of  Intent  to  Establish  an  Operating 
Subsidiary  to  Engage  in  Certain  Derivatives 
Activities 

Application  Control  Number:  96-WO-08-0005 
Dear  Mr.  Kim:  . 

This  responds  to  the  NationsBank,  N.A.  (the  “bank  ) 
notification  of  intent  to  establish  an  operating  subsidi¬ 


ary  to  engage  in  certain  derivatives-related  activities 
that  are  permissible  for  national  banks  and  in  which  the 
bank  is  currently  engaged.  The  operating  subsidiary, 
which  will  be  wholly  owned,  will  be  named  NationsBanc 
Financial  Products,  Inc.  (NFP).  The  bank  has  commit¬ 
ted  to  structure  and  operate  NFP  as  set  forth  in  the 
notification  and  described  below. 

Based  on  the  commitments  and  representations  made 
by  the  bank,  we  have  no  objection  to  the  bank’s  plan  to 
establish  NFP  to  engage  in  permissible  derivatives-re¬ 
lated  activities,  subject  to  the  condition  set  forth  below. 

The  Bank’s  Proposal 

The  bank  will  form  NFP  for  the  purpose  of  entering  into 
interest  rate  swaps,  caps,  floors  and  swaptions,  cross¬ 
currency  swaps,  caps,  floors  and  swaptions,  and  other 
derivative  transactions  permissible  for  national  banks 
(collectively  the  "proposed  activities").  The  notification 
commits  that  NFP  will  engage  only  in  derivatives-re¬ 
lated  transactions  that  are  permissible  for  national 
banks.  The  bank  also  has  represented  that  it  is  not 
establishing  NFP  to  alter  or  expand  the  types  of  deriva¬ 
tives  transactions  in  which  the  bank  engages.  Instead, 
the  bank  proposes  to  establish  NFP  to  engage  in  cer¬ 
tain  types  of  derivatives  transactions  in  which  the  bank 
currently  engages. 

The  bank  has  stated  that  it  is  establishing  NFP  as  part 
of  an  internal  restructuring  of  the  bank’s  current  activi¬ 
ties.  1  The  bank  will  transfer  certain  of  its  existing  deriva¬ 
tives-related  business  to  NFP  and  will  structure  NFP  so 
that  it  will  be  rated  AAA/Aaa  by  Standard  and  Poor’s 
Rating  Service  and  Moody’s  Investors  Service,  Inc.2 
The  bank  will  transfer  derivatives  activities  to  NFP  in  an 
incremental  manner.  Initially,  NFP’s  activities  will  be  limited 
to  interest  rate  and  currency  products.  Subsequently,  the 
bank  may  transfer  other  types  of  derivative  products,  such 
as  energy  swaps  and  options,  to  NFP. 

The  bank  will  initially  capitalize  NFP  with  $300  million. 
The  bank  may  provide  additional  funds  to  NFP  from 


'The  notification  provides  that  in  July  1993  the  bank  purchased 
substantially  all  of  the  assets  of  Chicago  Research  and  Trading 
Group,  Ltd.,  a  leading  participant  in  the  exchange-traded  derivatives 
market.  The  notification  further  provides  that  since  then  the  bank  has 
become  one  of  the  most  active  U  S  banks  in  the  derivatives  markets 
with  respect  to  both  exchange-traded  and  OTC  instruments 

2NFP  will  be  a  continuation  structure  in  that  it  will  continue  to  exist  in 
the  event  the  bank  becomes  insolvent  If  the  bank’s  long-term  senior 
debt  rating  falls  below  A-/A3,  a  contingent  manager  will  be  appointed 
with  a  long-term  senior  debt  rating  of  at  least  A-/A3  The  duties  of  the 
contingent  manager  will  vary  depending  on  the  extent  of  the  down¬ 
grading.  The  bank  has  not  yet  selected  a  contingent  manager  but 
has  represented  that  it  will  be  a  major  financial  institution  with  a  well 
developed  derivatives  business  The  bank  will  notify  the  OCC  of  the 
identity  of  the  contingent  manager  as  soon  as  one  is  retained 
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time  to  time.  NFP  will  use  a  sophisticated  capital  model 
to  ensure  that  it  has  sufficient  capital  at  all  times  to 
maintain  its  credit  rating.  The  model  will  calculate  the 
appropriate  level  of  capital  by  simulating  market  rate 
movements  and  counterparty  rating  fluctuations  over 
an  extended  period  of  time.  The  aggregate  investment, 
including  loans  and  advances,  by  the  bank  in  NFP  will 
not  exceed  15  percent  of  the  bank’s  capital  and  sur¬ 
plus.* 3 

The  notification  states  that  the  bank  currently  does  not 
contemplate  that  any  affiliate  of  the  bank  will  make  any 
investments,  including  loans  or  advances,  in  NFP.  The 
notification  also  provides,  however,  that  from  time  to 
time  NFP  may  enter  into  transactions  with  affiliates  of 
the  bank  and  that  these  transactions  will  at  all  times 
comply  with  sections  23A  and  23B  of  the  Federal 
Reserve  Act,  12  USC  371c  and  371  c-1 . 

NFP  will  generally  engage  in  the  proposed  activities 
with  counterparties  rated  A  or  higher,  or  of  equivalent 
creditworthiness.  Lower  rated  counterparties  will  gen¬ 
erally  enter  into  derivative  transactions  directly  with  the 
bank  and  are  not  expected  to  comprise  a  significant 
portion  of  the  overall  derivatives  business  of  the  bank 
and  NFP. 

NFP  will  transfer  market  risk  to  the  bank  by  entering  into 
transactions  with  the  bank  on  mirror  terms  as  those 
entered  into  by  NFP  with  unaffiliated  parties.  NFP  will 
enter  into  a  mirror  transaction  with  the  bank  at  the  same 
time  that  it  enters  into  a  third-party  transaction.  These 
mirror  transactions  will  have  exactly  opposite  terms, 
except  for  an  intermediation  fee,  payable  by  the  bank 
to  NFP  on  a  monthly  basis.4  NFP  will  retain  the  credit 
risk  of  its  proposed  activities  but  will  not  bear  market 
risk  at  any  time.  If  a  transaction  between  NFP  and  a 
third-party  is  terminated,  amended  or  assigned,  the 
corresponding  mirror  trade  will  be  terminated  or 
amended  simultaneously. 

The  bank  will  collateralize  its  obligations  to  NFP  on  a 
net  mark-to-market  basis  in  order  to  maintain  NFP’s 
credit  rating.  The  bank  has  represented  that  posting 
collateral  on  behalf  of  NFP  is  more  efficient  than  the 
bank’s  current  practice  of  posting  collateral  in  connec¬ 
tion  with  each  individual  transaction  and  only  netting 
transactions  with  the  same  counterparty.  Due  to  its 


Any  collateral  posted  by  the  bank  to  NFP  will  not  be  counted  toward 

this  15  percent  limitation 

4  The  bank  will  continue  to  handle  portfolio  management  of  market 

nsk  for  all  derivative  transactions  entered  into  by  the  bank  and  its 
affmates  including  NFP  Initially.  NFP  will  not  independently  hedge 
its  portfolio  Once  NFP  is  fully  operational,  the  bank  will  actively 
explore  /vitn  the  rating  agencies  the  possibility  of  NFP  independently 
managing  its  own  risk 


higher  credit  rating,  NFP  will  not  post  collateral  on 
behalf  of  the  bank.  NFP  will  rarely  post  collateral  to 
affiliated  or  unaffiliated  counterparties  with  a  rating  of 
A+/A2  or  lower. 

The  bank  has  represented  that  the  fundamental  reason 
it  is  shifting  certain  of  its  derivatives  business  into  NFP 
is  to  attract  those  counterparties  that  will  only  enter  into 
derivatives  transactions  with  entities  with  a  AA-/Aa3  or 
higher  rating.  According  to  the  bank,  market  research 
indicates  that  a  significant  number  of  derivative  users 
will  only  trade  with  entities  that  are  rated  AA  or  better, 
particularly  with  respect  to  instruments  with  maturities 
over  one  year.  These  counterparties  include  major  mul¬ 
tinational  corporations,  domestic  and  international  in¬ 
stitutional  investors,  and  governmental  and  quasi 
governmental  agencies.  The  bank  views  these  poten¬ 
tial  counterparties  as  a  highly  desirable  segment  of  the 
market  of  derivative  products  end-users  because  they 
actively  use  derivatives  and  typically  have  high  credit 
ratings.  In  the  bank’s  view,  attracting  these  counterpar¬ 
ties  is  essential  as  the  derivatives  markets  develop  and 
business  becomes  increasingly  concentrated  among 
large,  highly  rated  banks  and  securities  firms. 

The  bank  has  represented  that  the  proposal  is  consis¬ 
tent  with  safe  and  sound  banking  practices  and  in  fact 
should  enhance  the  bank’s  overall  safety  and  sound¬ 
ness.  The  bank  believes  that  establishing  a  credit-en¬ 
hanced  derivatives  program  will  increase  the  bank’s 
derivatives  revenues  and  profitability.  The  program  will 
also  increase  the  proportion  of  higher-rated  counter¬ 
parties  within  the  bank’s  overall  derivatives  portfolio 
and  thus  improve  overall  portfolio  credit  quality.  In 
addition,  the  bank  expects  that  the  formation  of  NFP  will 
benefit  other  lines  of  business  by  providing  access  to 
a  wider  range  of  potential  customers. 

The  bank  has  stated  that  NFP  will  treat  all  business 
dealings  with  the  bank  and  its  affiliates  in  an  arm’s 
length  manner.5  According  to  the  notification,  NFP  will 
be  managed  by  its  board  of  directors,  not  the  bank,  and 
will  have  at  least  one  officer  and  two  directors  who  are 
independent  from  the  bank.  The  notification  also  com¬ 
mits  that  the  assets  of  the  bank  and  NFP  will  not  be 
commingled,  and  that  NFP  will  maintain  its  own  corpo¬ 
rate  records,  financial  statements,  and  accounting  re¬ 
cords. 

Similarly,  the  bank  represents  that  both  the  bank  and 
NFP  will  hold  out  NFP  as  a  separate  and  distinct  corpo¬ 
rate  entity  in  their  written  and  personal  contact  with 


^The  bank  will  provide  certain  services  to  NFP  including  accounting 
credit,  documentation,  transaction  support,  risk  management,  and 
payment  services 
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outside  parties.  All  written  marketing  material  will 
clearly  state  that  NFP  is  a  separate  subsidiary  of  the 
bank  and  the  obligations  of  NFP  are  not  obligations  of 
the  bank.  NFP  will  put  in  place  derivatives  documenta¬ 
tion  with  its  counterparties  that  prohibits  (i)  cross-net- 
ting  by  counterparties  to  NFP  and  the  bank,  its 
subsidiaries  or  affiliates  and  (ii)  cross-default  provi¬ 
sions  based  on  a  default  by  the  bank  or  an  affiliate  on 
any  type  of  contract. 

Legal  Analysis 

The  notification  provides  that  the  proposed  activities 
will  consist  of  derivatives  transactions  in  which  national 
banks  are  permitted  to  engage,  and  in  particular,  inter¬ 
est  rate  swaps,  caps,  floors  and  swaptions,  and  cross¬ 
currency  swaps,  caps,  floors  and  swaptions.  The 
notification  further  provides  that  the  bank  currently  en¬ 
gages  in  all  of  the  proposed  activities. 

The  OCC  previously  has  determined  that  originating, 
trading,  and  making  markets  in  certain  swap  products 
and  other  derivative  instruments  such  as  futures  and 
options,  as  well  as  hedging  related  risk,  are  within  the 
legally  authorized  powers  of  national  banks.  See,  e.g., 
OCC  No-Objection  Letter  No.  90-1  (February  16, 1990), 
reprinted  in  Fed.  Banking  L.  Rep.  (CCH)  H  83,095  (bank 
acting  as  principal  in  unmatched  commodity  price 
index  swaps);  OCC  Interpretive  Letter  No.  494  (Decem¬ 
ber  20,  1989),  reprinted  in  Fed.  Banking  L.  Rep.  (CCH) 
H  83,083  (approval  for  operating  subsidiary  to  pur¬ 
chase  and  sell  financial  futures  and  options  for  its  own 
account);  OCC  Interpretive  Letter  No.  462  (December 
19,  1988),  reprinted  in  Fed.  Banking  L.  Rep.  (CCH) 
H  85,666  (approval  for  operating  subsidiary  to  keep  an 
inventory  in  interest  rate  and  currency  swap  and  cap 
transactions,  as  agent  commit  the  parent  bank  to  swap 
and  cap  transactions,  and  engage  in  related  hedging 


activities).  NFP,  as  an  operating  subsidiary,  may  en¬ 
gage  in  activities  that  are  permissible  for  national  banks 
to  engage  in  directly.  12  CFR  5.34(c). 

Risk-Based  Capital  Treatment 

The  bank  has  included  with  the  notification  a  memoran¬ 
dum  discussing  its  proposed  treatment  of  NFP  for 
regulatory  capital  purposes.  The  bank  proposes  to 
include  NFP’s  capital  for  purposes  of  calculating  the 
bank’s  risk-based  capital  and  leverage  ratios.  The 
bank’s  proposed  treatment  of  NFP  is  consistent  with 
current  accounting  and  regulatory  practices  and  12 
CFR  3. 

Conclusion 

Based  on  the  notification  submitted  by  the  bank  and 
the  commitments  and  representations  contained 
therein,  and  on  the  bank’s  compliance  with  the  super¬ 
visory  condition  set  forth  below,  the  OCC  does  not 
object  to  the  plan  to  establish  an  operating  subsidiary 
to  perform  the  permissible  derivatives  activities  as  set 
forth  in  the  notification. 

The  following  supervisory  condition  is  a  condition  im¬ 
posed  in  writing  by  the  agency  in  connection  with  the 
granting  of  any  application  or  other  request  within  the 
meaning  of  12  USC  1818: 

The  bank’s  aggregate  direct  and  indirect  investments 
in  and  advances  to  NFP  shall  not  exceed  an  amount 
equal  to  the  bank’s  legal  lending  limit. 

Julie  L.  Williams 
Chief  Counsel 

★  ★  ★ 
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Mergers  —  April  1  to  June  30,  1996 


Mergers  consummated  involving  two  or  more  nonaffiliated  operating  national  banks 


Page 

Arizona 

May  31: 

National  Bank  of  Arizona,  Tucson,  Arizona,  and 
Southern  Arizona  Bank,  Yuma,  Arizona 
Merger .  119 

California 

April  1 : 

First  Pacific  National  Bank,  Escondido,  California,  and 
The  Bank  of  Rancho  Bernardo,  San  Diego,  California 
Merger .  119 

Florida 

June  20: 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg, 

Florida,  and 

First  State  Bank  of  Florida,  Deltona,  Florida 

Merger .  119 

June  28: 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg, 

Florida,  and 

Lake  State  Bank,  Lutz,  Florida 

Merger .  119 

June  28: 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg, 

Florida,  and 

Prime  Bank,  Boynton  Beach,  Florida 
Merger . 

Kansas 

April  5: 

Sunflower  Bank,  N.A.,  Salina,  Kansas,  and 
The  Peoples  State  Bank  and  Trust  Company, 

Ellinwood,  Kansas 

Merger .  120 


Page 

June  3: 

The  First  National  Bank  of  Attica,  Attica,  Kansas,  and 
The  Citizens  State  Bank  of  Arlington,  Arlington, 

Kansas 

Merger .  120 

New  Jersey 

May  1: 

Fleet  Bank,  N.A.,  Jersey  City,  New  Jersey,  and 
Fleet  Bank  of  New  York,  N.A.,  Schenectady,  New  York 
Merger .  120 

Texas 

April  15: 

The  East  Texas  National  Bank  of  Palestine,  Palestine, 

Texas,  and 

American  Bank,  Huntsville,  Texas 

Merger .  120 

May  30: 

Boatmen’s  First  National  Bank  of  Amarillo,  Amarillo, 


Texas,  and 

Peoples  Bank  and  Trust,  Borger,  Texas 

Merger .  120 

June  7: 

The  Frost  National  Bank,  San  Antonio,  Texas,  and 
Park  National  Bank  of  Houston,  Houston,  Texas 
Merger .  120 


Mergers  consummated  involving  nonaffiliated  national  banks  and  savings  and  loan 
associations 


Page 

Florida 

June  1 : 

First  Union  National  Bank  of  Florida,  Jacksonville, 

Florida,  and 

Society  First  Federal  Savings  Bank,  Fort  Myers, 

Florida 

Merger .  121 


Page 

Georgia 

April  26: 

Wachovia  Bank  of  Georgia,  N.A.,  Augusta,  Georgia, 
and 

Southern  Heritage  Savings  Bank,  Athens,  Georgia 
Merger .  122 
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Mergers  consummated  involving  two  or  more  affiliated  operating  banks 


Page 

Arkansas 

May  1 : 

First  National  Bank  In  West  Memphis,  West  Memphis, 
Arkansas,  and 

First  National  Bank  in  Osceoa,  Osceola,  Arkansas,  and 
Union  Planters  Bank  of  East  Arkansas,  Earle, 

Arkansas 

Merger  .  122 

California 

April  1: 

Wells  Fargo  Bank,  N  A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  California,  Los  Angeles, 

California 


Merger .  123 

June  1 : 

Wells  Fargo  Bank,  N  A,  San  Francisco,  California,  and 
First  Interstate  Bank  of  Idaho,  N.A.,  Boise,  Idaho 
Merger .  123 


June  1 : 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  Nevada,  N.A.,  Las  Vegas, 

Nevada 

Merger .  123 

June  1 : 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  New  Mexico,  N.A.,  Santa  Fe, 

New  Mexico 

Merger .  123 

June  1 : 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  Oregon,  N.A.,  Portland, 

Oregon 

Merger .  123 

June  1 : 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  Utah,  N.A.,  Salt  Lake  City, 

Utah 

Merger .  123 

June  6: 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California, 
and 

First  Interstate  Bank  of  Washington,  N.A.,  Seattle, 

Washington 

Merger  .  124 

Colorado 

June  1: 

First  Interstate  Bank  of  Denver,  N.A.,  Denver, 

Colorado,  and 

First  Interstate  Bank  of  Englewood,  N.A.,  Englewood, 

Colorado 

Merger  .  124 

Florida 

April  19 

Citizens  National  Bank  of  Leesburg,  Leesburg, 

Florida,  and 

Citizens  First  Bank  of  Ocala,  Ocala,  Florida 

Merger  .  124 


Page 

Georgia 

April  1: 

Wachovia  Bank  of  Georgia,  N.A.,  Atlanta,  Georgia,  and 
The  First  National  Bank  of  Henry  County, 

Stockbridge,  Georgia 

Merger .  124 

April  15: 

SouthTrust  Bank  of  Georgia,  N.A.,  Atlanta,  Georgia, 
and 

The  Northside  Bank  and  Trust  Company,  Roswell, 

Georgia 

Merger .  124 

Illinois 

May  10: 

Commerce  Bank,  N.A.,  Peoria,  Illinois,  and 
Commerce  Bank,  Bloomington,  Illinois 


Merger .  124 

May  17: 

Citizens  Bank  of  Illinois,  N.A.,  Mt.  Vernon,  Illinois,  and 
Du  Quoin  National  Bank,  Du  Quoin,  Illinois 
Merger .  125 


June  10: 

Aetna  Bank,  N.A.,  Chicago,  Illinois,  and 
Lincoln  National  Bank,  Chicago,  Illinois,  and 
Commercial  National  Bank  of  Chicago,  Chicago, 

Illinois,  and 

River  Forest  State  Bank  and  Trust  Company,  River 
Forest,  Illinois 

Merger .  125 

Indiana 

April  12: 

The  Merchants  National  Bank  of  Terre  Haute,  Terre 
Haute,  Indiana,  and 

One  National  Bank,  Terre  Haute,  Indiana 
Merger .  125 

Louisiana 

June  28: 

Citizens  National  Bank,  Hammond,  Louisiana,  and 
Bank  of  Gonzales,  Gonzales,  Louisiana 
Merger .  125 

Massachusetts 

April  1 : 

Fleet  National  Bank  of  Connecticut,  Springfield, 

Massachusetts,  and 

Fleet  Bank,  N.A.,  Springfield,  Massachusetts,  and 
Fleet  Bank  of  Massachusetts,  N.A.,  Boston, 

Massachusetts,  and 

Fleet  National  Bank  of  Massachusetts,  Boston, 

Massachusetts,  and 

Fleet  National  Bank,  Attleboro,  Massachusetts 

Merger .  125 

June  28: 

The  First  National  Bank  of  Boston,  Boston, 

Massachusetts,  and 

South  Boston  Savings  Bank,  Boston,  Massachusetts 
Merger .  126 

Minnesota 

April  19: 

The  First  National  Bank  of  International  Falls, 

International  Falls,  Minnesota,  and 
The  First  National  Bank  of  Baudette,  Baudette, 

Minnesota 

Merger .  126 
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June  14: 

Norwest  Bank  Minnesota,  N.A.,  Minneapolis, 

Minnesota,  and 

Ameribank,  Bloomington,  Minnesota 
Merger .  126 

New  Jersey 

June  14: 

New  Jersey  National  Bank,  Ewing  Township,  New 
Jersey,  and 

Meridian  Bank,  New  Jersey,  Cherry  Hill,  New  Jersey 
Merger .  126 

New  York 

April  30: 

Republic  National  Bank  of  New  York,  New  York,  New 
York,  and 

Republic  New  York  Trust  Company  of  Florida,  N.A., 

Miami,  Florida 

Merger .  126 

June  15: 

The  Chase  Manhattan  Bank,  N.A.,  New  York,  New 
York,  and 

The  Chase  Manhattan  Bank  of  New  Jersey,  N.A.,  New 
York,  New  York 

Merger .  126 

North  Carolina 

April  15: 

NationsBank,  N.A.,  Charlotte,  North  Carolina,  and 
NationsBank  Trust  Company,  N.A.,  Washington, 

North  Carolina 

Merger .  127 

Ohio 

June  17: 

Society  National  Bank,  Cleveland,  Ohio,  and 
KeyBank,  N.A.,  Bryan,  Ohio 

Merger .  127 

Oklahoma 

June  10: 

First  National  Bank  and  Trust  Company  of  Ardmore, 

Ardmore,  Oklahoma,  and 
Bank  of  Love  County,  Marietta,  Oklahoma 
Merger .  127 


Oregon 

June  13: 

United  States  National  Bank  of  Oregon,  Portland, 

Oregon,  and 

West  One  Bank  Oregon,  Portland,  Oregon 
Merger .  127 

Pennsylvania 

May  31 : 

National  City  Bank  Pennsylvania,  Pittsburgh, 

Pennsylvania,  and 

Integra  Trust  Company,  N.A.,  Punxsutawney, 

Pennsylvania 

Merger .  127 

Texas 

April  1: 

United  Bank  and  Trust,  N.A.,  Dallas,  Texas,  and 
Commercial  National  Bank  of  Dallas,  Dallas,  Texas 

Merger .  127 

April  12: 

Norwest  Bank  Texas  Wichita  Falls,  N.A.,  Wichita  Falls, 

Texas,  and 

The  First  National  Bank  of  Henrietta,  Henrietta,  Texas 
Merger .  128 

April  12: 

Weatherford  National  Bank,  Weatherford,  Texas,  and 
Citizens  National  Bank  of  Weatherford,  Weatherford, 


Texas 

Merger .  128 

April  22: 

Austin  Bank,  N.A.,  Longview,  Texas,  and 
First  State  Bank,  Timpson,  Texas 
Merger .  128 


Utah 

June  21 : 

First  Security  Bank  of  Utah,  N.A.,  Ogden,  Utah,  and 
First  Security  Bank  of  Idaho,  N.A.,  Boise,  Idaho 
Merger .  128 

Washington 

June  13: 

U.S.  Bank  of  Washington,  N.A.,  Seattle,  Washington, 
and 

West  One  Bank  Washington,  Seattle,  Washington 
Merger .  128 


Mergers  consummated  involving  affiliated  national  banks  and  savings  and  loan 
associations 


Page 

Florida 

March  29: 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg, 

Florida,  and 

First  of  Englewood,  Federal  Savings  Bank, 

Englewood,  Florida 

Merger .  128 

April  1: 

FirstMerit  Trust  Company,  N.A.,  Naples,  Florida,  and 
FirstMerit  Bank,  F. S  B.,  Clearwater,  Florida 
Merger .  129 


Page 

Illinois 

June  6: 

The  First  National  Bank  of  Chicago,  Chicago,  Illinois, 
and 

First  Federal  Savings  Bank  of  Barrington,  Barrington, 

Illinois 

Merger .  129 

Kentucky 

March  29: 

National  City  Bank  Kentucky,  Louisville,  Kentucky,  and 
American  Fidelity  Bank,  F  S  B.,  Harlan,  Kentucky 
Merger .  129 
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New  Jersey 

June  28 

Union  Center  National  Bank,  Union,  New  Jersey,  and 
Lehigh  Savings  Bank,  S  L  A  ,  Union,  New  Jersey 
Merger  129 

Pennsylvania 

May  14 

First  National  Bank  of  Pennsylvania,  Greenville, 

Pennsylvania,  and 

Dollar  Savings  Association,  New  Castle,  Pennsylvania 
Merger  .  129 


Texas 

April  30 

Charter  National  Bank  Houston,  Houston,  Texas,  and 
Charter  Bank,  S.S.B  ,  Houston,  Texas 
Merger .  129 

West  Virginia 

April  12: 

United  National  Bank,  Parkersburg,  West  Virginia,  and 
First  Empire  Federal  Savings  and  Loan  Association, 
Charleston,  West  Virginia 

Merger .  130 


1  18  Quarterly  Journal,  Vol.  15,  No.  3,  September  1996 


Most  transactions  in  this  section  do  not  have  accompanying  decisions.  In  those  cases,  the  OCC  reviewed  the 
competitive  effects  of  the  proposals  by  using  its  standard  procedures  for  determining  whether  the  transaction  has 
minimal  or  no  adverse  competitive  effects.  The  OCC  found  the  proposals  satisfied  its  criteria  for  transactions  that 
clearly  had  no  or  minimal  adverse  competitive  effects.  In  addition,  the  Attorney  General  either  filed  no  report  on 
the  proposed  transaction  or  found  that  the  proposal  would  not  have  a  significantly  adverse  effect  on  competition. 

★  ★  ★ 


Nonaffiliated  Mergers* 

NATIONAL  BANK  OF  ARIZONA, 

Tucson,  Arizona,  and  Southern  Arizona  Bank,  Yuma,  Arizona 


Names  of  institutions  and  type  of  transaction  Total  assets 


National  Bank  of  Arizona,  Tucson,  Arizona  (21383),  with .  $827,31 1 ,000 

and  Southern  Arizona  Bank,  Yuma,  Arizona,  with .  137,986,000 

merged  May  31 ,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  981 ,476,000 


★  ★  ★ 


FIRST  PACIFIC  NATIONAL  BANK, 

Escondido,  California,  and  The  Bank  of  Rancho  Bernardo,  San  Diego,  California 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  Pacific  National  Bank,  Escondido,  California  (17280),  with .  $208,156,000 

and  The  Bank  of  Rancho  Bernardo,  San  Diego,  California,  with .  60,941 ,000 

merged  April  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  272,084,000 


★  ★  ★ 


SOUTHTRUST  BANK  OF  FLORIDA,  NATIONAL  ASSOCIATION, 

St.  Petersburg,  Florida,  and  First  State  Bank  of  Florida,  Deltona,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


SouthTrust  Bank  of  Florida,  N.  A.,  St.  Petersburg,  Florida  (23021),  with .  $3,356,769,000 

and  First  State  Bank  of  Florida,  Deltona,  Florida,  with .  88,446,000 

merged  June  20,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,676,303,000 


★  ★  ★ 


SOUTHTRUST  BANK  OF  FLORIDA,  NATIONAL  ASSOCIATION, 
St.  Petersburg,  Florida,  and  Lake  State  Bank,  Lutz,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg,  Florida  (23021),  with .  $3,761,852,000 

and  Lake  State  Bank,  Lutz,  Florida,  with .  28,179,000 

merged  June  28,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,761 .852,000 


*  ★  fc 


SOUTHTRUST  BANK  OF  FLORIDA,  NATIONAL  ASSOCIATION, 

St.  Petersburg,  Florida,  and  Prime  Bank,  Boynton  Beach,  Florida _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg,  Florida  (23021),  with .  $3,430,344,000 

and  Prime  Bank,  Boynton  Beach,  Florida,  with .  88,707,000 


merged  June  28,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had 

★  ★  ★ 


Nonaffiliated  mergers  include  the  merger,  consolidation,  or  purchase  and  assumption  of  nonaffiliated  operating  banks  or  savings  and  loan 
associations,  where  the  resulting  bank  is  a  national  bank. 

Asset  figures  for  merging  institutions  are  not  necessarily  as  of  the  date  of  merger  and  thus  may  not  sum  to  the  total  assets  given  for  the 
merged  bank. 


1  19 
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SUNFLOWER  BANK,  NATIONAL  ASSOCIATION, 

Salina,  Kansas,  and  The  Peoples  State  Bank  and  Trust  Company,  Ellinwood,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Sunflower  Bank,  N.A.,  Salina, Kansas  (4742),  with .  $471 ,556,000 

and  The  Peoples  State  Bank  and  Trust  Company,  Ellinwood,  Kansas,  with .  59,986,000 

merged  April  5,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  526,574,000 

•k  k  k 

THE  FIRST  NATIONAL  BANK  OF  ATTICA, 

Attica,  Kansas,  and  The  Citizens  State  Bank  of  Arlington,  Arlington,  Kansas 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Attica,  Attica,  Kansas  (10359),  with .  $15,994,000 

and  The  Citizens  State  Bank  of  Arlington,  Arlington,  Kansas,  with .  10,169,000 

merged  June  3,  1996,  under  charter  10359  and  title  “Citizens  National  Bank.”  The  merged  bank  at  date  of  merger  had  ....  26,492,000 

*  ★  * 

FLEET  BANK,  NATIONAL  ASSOCIATION, 

Jersey  City,  New  Jersey,  and  Fleet  Bank  of  New  York,  National  Association,  Schenectady,  New  York 

Names  of  institutions  and  type  of  transaction  Total  assets 

Fleet  Bank,  N.A.,  Jersey  City,  New  Jersey  (374),  with .  $27,819,000 

and  Fleet  Bank  of  New  York,  N.A.,  Schenectady,  New  York  (22836),  with .  1 ,578,000 

merged  May  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  30,398,000 

*  *  * 

THE  EAST  TEXAS  NATIONAL  BANK  OF  PALESTINE, 

Palestine,  Texas,  and  American  Bank,  Huntsville,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  East  Texas  National  Bank  of  Palestine,  Palestine,  Texas  (4214),  with .  $1,596,274,000 

and  American  Bank,  Huntsville,  Texas,  with .  34,149,000 

merged  April  1 5,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1,61 8,690,000 

★  k  k 

BOATMEN’S  FIRST  NATIONAL  BANK  OF  AMARILLO, 

Amarillo,  Texas,  and  Peoples  Bank  and  Trust,  Borger,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Boatmen’s  First  National  Bank  of  Amarillo,  Texas  (4214),  with .  $1,596,274,000 

and  Peoples  Bank  and  Trust,  Borger,  Texas,  with .  22,316,000 

merged  May  30,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1,61 8,690,000 

k  k  k 

THE  FROST  NATIONAL  BANK, 

San  Antonio,  Texas,  and  Park  National  Bank  of  Houston,  Houston,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Frost  National  Bank,  San  Antonio,  Texas  (5179),  with .  $3,996,031,000 

and  Park  National  Bank  of  Houston,  Houston,  Texas  (18349),  with .  226,357,000 

merged  June  7,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  4,207,022.000 
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Nonaffiliated  Mergers  (thrift) 


FIRST  UNION  NATIONAL  BANK  OF  FLORIDA, 

Jacksonville,  Florida,  and  Society  First  Federal  Savings  Bank,  Fort  Myers,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  Union  National  Bank  of  Florida,  Jacksonville,  Florida  (17695),  with .  $35,987,000,000 

and  Society  First  Federal  Savings  Bank,  Fort  Myers,  Florida,  with .  1 ,469,000,000 

merged  June  1,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  37,086,000,000 


COMPTROLLER’S  DECISION 

On  December  27,  1995,  application  was  made  to  the 
Office  of  the  Comptroller  of  the  Currency  for  prior 
authorization  to  merge  Society  First  Federal  Savings 
Bank,  Fort  Myers,  Florida  (hereinafter  Society)  into 
and  under  the  charter  and  title  of  the  First  Union  Na¬ 
tional  Bank  of  Florida,  Jacksonville,  Florida  (hereinaf¬ 
ter  FUNB  Florida).  This  application  is  based  on  an 
agreement  executed  between  the  proponents  dated 
November  19,  1995. 

As  of  September  30,  1995,  Society  had  total  deposits 
of  $1.1  billion  and  operated  24  offices.  Society  is 
wholly  owned  by  KeyCorp,  a  multibank  holding  com¬ 
pany.  On  the  same  date,  FUNB  Florida  had  total  de¬ 
posits  of  $28.8  billion  and  operated  580  offices. 
FUNB  Florida  is  wholly  owned  by  First  Union  Corpora¬ 
tion,  a  multibank  holding  company. 

There  are  four  relevant  geographic  markets  for  this 
proposal.  Each  relevant  geographic  market  consists 
of  an  area  surrounding  one  or  more  of  the  24 
branches  to  be  acquired.  These  are  the  areas  where 
the  effect  of  this  transaction  on  competition  will  be  di¬ 
rect  and  immediate.  The  four  relevant  geographic 
markets  are  identified  below  with  the  basic  market 
structure  data  listed  for  each. 

Punta  Gorda  Area  Banking  Market:  This  is  the  area 
where  two  Society  branches  are  located  and  derive 
the  bulk  of  their  deposits.  Within  this  market,  twelve 
banks  and  three  thrifts  compete  for  approximately  $2 
billion  in  deposits.  FUNB  Florida  is  the  fourth  largest 
depository  institution  with  approximately  13  percent  of 
the  market’s  total  deposits.  The  two  Society  branches 
rank  eighth  with  approximately  3  percent  of  the  de¬ 
posits.  The  resulting  bank  would  remain  the  fourth 
largest  depository  institution  with  approximately  16 
percent  of  the  market’s  deposits.  While  the  proposed 
transaction  would  eliminate  some  direct  competition 
in  the  relevant  geographic  market,  any  adverse  com¬ 
petitive  effects  would  be  mitigated  by  the  presence  of 
a  number  of  other  banking  alternatives,  including 
subsidiaries  of  some  of  the  largest  banking  compa¬ 
nies  in  the  region. 


Naples  Area  Banking  Market:  This  is  the  area  where 
three  Society  branches  are  located  and  derive  the 
bulk  of  their  deposits.  Within  this  market,  15  banks 
and  two  thrifts  compete  for  approximately  $3  billion  in 
deposits.  FUNB  Florida  is  the  second  largest  deposi¬ 
tory  institution  with  approximately  3  percent  of  the  de¬ 
posits.  The  resulting  bank  would  remain  the  second 
largest  depository  institution  with  approximately  23 
percent  of  the  market’s  deposits.  While  the  proposed 
transaction  would  eliminate  some  direct  competition 
in  the  relevant  geographic  market,  any  adverse  com¬ 
petitive  effects  would  be  mitigated  by  the  presence  of 
a  number  of  other  banking  alternatives,  including 
subsidiaries  of  some  of  the  largest  banking  compa¬ 
nies  in  the  region. 

Polk  County,  Florida  Banking  Market:  This  is  the  area 
where  three  Society  branches  are  located  and  derive 
the  bulk  of  their  deposits.  Within  this  market,  13  banks 
and  one  thrift  compete  for  approximately  $5  billion  in 
deposits.  FUNB  Florida  is  the  second  largest  deposi¬ 
tory  institution  with  approximately  19  percent  of  the 
market’s  total  deposits.  The  three  Society  branches 
rank  tenth  with  approximately  1  percent  of  the  depos¬ 
its.  The  resulting  bank  would  remain  the  second  larg¬ 
est  depository  institution  with  approximately  20 
percent  of  the  market’s  deposits.  While  the  proposed 
transaction  would  eliminate  some  direct  competition 
in  the  relevant  geographic  market,  any  adverse  com¬ 
petitive  effects  would  be  mitigated  by  the  presence  of 
a  number  of  other  banking  alternatives,  including 
subsidiaries  of  some  of  the  largest  banking  compa¬ 
nies  in  the  region. 

Fort  Myers  Banking  Market:  This  is  the  area  where  16 
Society  branches  are  located  and  derive  the  bulk  of 
their  deposits.  Within  this  market,  17  banks  and  one 
thrift  compete  for  approximately  $5  billion  in  deposits. 
FUNB  Florida  is  the  fifth  largest  depository  institution 
with  approximately  10  percent  of  the  market’s  total 
deposits.  The  16  Society  branches  rank  first  with  ap¬ 
proximately  20  percent  of  the  deposits.  Consumma¬ 
tion  of  this  proposal  would  result  in  FUNB  Florida 
becoming  the  largest  depository  institution  in  the  mar¬ 
ket  with  approximately  30  percent  of  the  market’s  de¬ 
posits.  While  the  proposed  transaction  would 
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eliminate  some  direct  competition  in  the  relevant  geo¬ 
graphic  market,  any  adverse  competitive  effects 
would  be  mitigated  by  the  presence  of  a  number  of 
other  banking  alternatives,  including  subsidiaries  of 
some  of  the  largest  banking  companies  in  the  region. 

Accordingly,  consummation  of  this  proposal  will  not 
have  significantly  adverse  effect  on  competition  in 
any  of  the  relevant  geographic  markets. 

The  Bank  Merger  Act  requires  the  OCC  to  consider 
“.  .  .  the  financial  and  managerial  resources  and  fu¬ 
ture  prospects  of  the  existing  and  proposed  institu¬ 
tions,  and  the  convenience  and  needs  of  the 
community  to  be  served.”  We  find  that  the  financial 
and  managerial  resources  of  Society  and  FUNB  Flor¬ 
ida  do  not  raise  concerns  that  would  cause  the  appli¬ 
cation  to  be  disapproved. 

The  future  prospects  of  the  proponents,  individually 
and  combined,  are  considered  favorable.  The  result¬ 
ing  bank  is  expected  to  meet  the  convenience  and 
needs  of  the  community  to  be  served.  Society’s  cus¬ 
tomers  will  have  access  to  FUNB  Florida’s  wider  array 
of  products  and  services  as  well  as  an  extensive 
branch  network.  No  immediate  branch  closing  are 
contemplated  as  a  result  of  this  merger. 


The  Community  Reinvestment  Act  (CRA)  requires  the 
OCC  to  take  into  account  the  applicants'  record  of 
helping  to  meet  the  credit  needs  of  its  entire  commu¬ 
nity,  including  low-  and  moderate-income  neighbor¬ 
hoods  when  evaluating  certain  types  of  applications. 
See  12  USC  2903.  A  review  of  the  record  of  this  appli¬ 
cation  and  other  information  available  to  the  OCC  as 
a  result  of  its  regulatory  responsibilities  has  revealed 
no  evidence  that  the  applicant’s  records  of  helping  to 
meet  the  credit  needs  of  their  communities,  including 
low-  and  moderate-income  neighborhoods,  is  less 
than  satisfactory. 

There  will  be  no  adverse  effect  on  the  resulting  bank’s 
CRA  performance.  FUNB  Florida's  delineated  com¬ 
munities  either  encompass  or  will  be  expanded  to  in¬ 
clude  those  of  Society,  FUNB  Florida’s  obligation  and 
ability  to  help  meet  the  credit  needs  of  its  various  de¬ 
lineated  communities  will  remain  unchanged. 

We  have  analyzed  this  proposal  pursuant  to  the  Bank 
Merger  Act  (12  USC)  1828(c))  and  find  that  it  will  not 
significantly  lessen  competition  in  any  relevant  mar¬ 
ket.  Other  factors  considered  in  evaluating  this  pro¬ 
posal  are  satisfactory.  Accordingly,  the  application  is 
approved. 


WACHOVIA  BANK  OF  GEORGIA,  NATIONAL  ASSOCIATION, 

Augusta,  Georgia,  and  Southern  Heritage  Savings  Bank,  Athens,  Georgia 


Names  of  institutions  and  type  of  transaction  Total  assets 


Wachovia  Bank  of  Georgia,  N.A.,  Augusta,  Georgia  (1559),  with .  $16,987,426,000 

and  Southern  Heritage  Savings  Bank,  Athens,  Georgia,  with .  3,500,000 

merged  April  26,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 6,991 ,351 ,000 


Affiliated  Mergers* 

FIRST  NATIONAL  BANK  IN  WEST  MEMPHIS, 

West  Memphis,  Arkansas,  and  First  National  Bank  in  Osceola,  Osceola,  Arkansas,  and  Union  Planters  Bank  of 
East  Arkansas,  Earle,  Arkansas  


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank  in  West  Memphis,  West  Memphis,  Arkansas  (15194),  with .  $62,159,000 

and  First  National  Bank  in  Osceola,  Osceola,  Arkansas  (15313),  with .  62,129,000 

and  Union  Planters  Bank  of  East  Arkansas,  Earle,  Arkansas,  with .  1 12,896,000 

merged  May  1,  1996,  under  charter  15194  and  title  “Union  Planters  Bank,  National  Association.” 

The  merged  bank  at  date  of  merger  had . . . 223,359,000 


*Af‘  ated  mergers  include  mergers,  consolidations,  and  purchase  and  assumptions  of  affiliated  institutions  where  the  resulting  bank  is  a  na 
t»onal  bank 
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WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  California,  Los  Angeles,  California 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1741 ),  with .  $49,091 ,757,000 

and  First  Interstate  Bank  of  California,  Los  Angeles,  California,  with .  26,555756,000 

merged  April  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . .  75,551 ,488,000 

★  ★  ★ 

WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  Idaho,  National  Association,  Boise,  Idaho 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1741 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  Idaho,  N.A.,  Boise,  Idaho  (16237),  with .  1,012,465,000 

merged  June  1 ,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101 ,558,186,000 

★  ★ *  * 

WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  Nevada,  National  Association,  Las  Vegas,  Nevada 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1 741 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  Nevada,  N.A.,  Las  Vegas,  Nevada  (7038),  with .  3,846,217,000 

merged  June  1,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101,558,186,000 

it  it  It 

WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  New  Mexico,  National  Association,  Santa  Fe,  New  Mexico 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1 741 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  New  Mexico,  N.A.,  Santa  Fe,  New  Mexico  (14543),  with .  1 19,285,000 

merged  June  1,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101,558,186,000 

*  *  it 

WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  Oregon,  National  Association,  Portland,  Oregon 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1741 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  Oregon,  N.A.,  Portland,  Oregon  (1553),  with .  6,624,407,000 

merged  June  1,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101,558,186,000 

*  ★  ★ 

WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  Utah,  National  Association,  Salt  Lake  City,  Utah 

Names  of  institutions  and  type  of  transaction  Total  assets 

Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (17241 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  Utah,  N.A.,  Salt  Lake  City,  Utah  (17241),  with .  954,086,000 

merged  June  1 ,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101,558,186,000 

★  ★  ★ 
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WELLS  FARGO  BANK,  NATIONAL  ASSOCIATION, 

San  Francisco,  California,  and  First  Interstate  Bank  of  Washington,  National  Association,  Seattle,  Washington 


Names  of  institutions  and  type  of  transaction  Total  assets 


Wells  Fargo  Bank,  N.A.,  San  Francisco,  California  (1741 ),  with .  $76,031 ,01 5,000 

and  First  Interstate  Bank  of  Washington,  N.A.,  Seattle,  Washington  (3417),  with .  5,519,062,000 

merged  June  6.  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  101,558,186,000 


FIRST  INTERSTATE  BANK  OF  DENVER,  NATIONAL  ASSOCIATION, 

Denver,  Colorado,  and  First  Interstate  Bank  of  Englewood,  National  Association,  Englewood,  Colorado 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  Interstate  Bank  of  Denver,  N.A.,  Denver,  Colorado  (12517),  with .  $1,686,032,000 

and  First  Interstate  Bank  of  Englewood,  N.A.,  Englewood,  Colorado  (15617),  with .  141,752,000 

merged  June  1 ,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 ,471 ,91 0,000 


k  k  k 


CITIZENS  NATIONAL  BANK  OF  LEESBURG, 

Leesburg,  Florida,  and  Citizens  First  Bank  of  Ocala,  Ocala,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


Citizens  National  Bank  of  Leesburg,  Leesburg,  Florida  (14684),  with .  $455,000,000 

and  Citizens  First  Bank  of  Ocala,  Ocala,  Florida,  with .  41 ,000,000 

merged  April  1 9,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  500,000,000 


*  *  * 


WACHOVIA  BANK  OF  GEORGIA,  NATIONAL  ASSOCIATION, 

Atlanta,  Georgia,  and  The  First  National  Bank  of  Henry  County,  Stockbridge,  Georgia,  and  Wachovia  Interim 
National  Bank,  Augusta,  Georgia 


Names  of  institutions  and  type  of  transaction  Total  assets 


Wachovia  Bank  of  Georgia,  N. A.,  Atlanta,  Georgia  (1559),  with .  $1 6,987,000,000 

and  The  First  National  Bank  of  Henry  County,  Stockbridge,  Georgia  (21983),  with .  34,980,000 

and  Wachovia  Interim  National  Bank,  Augusta,  Georgia  (23078),  with .  120,000 

merged  April  1 ,  1 996,  under  charter  1 559  and  title  “Wachovia  Bank  of  Georgia,  National  Association.” 

The  merged  bank  at  date  of  merger  had . .  17,025,880,000 


k  k  k 


SOUTHTRUST  BANK  OF  GEORGIA,  NATIONAL  ASSOCIATION, 

Atlanta,  Georgia,  and  The  Northside  Bank  and  Trust  Company,  Roswell,  Georgia 


Names  of  institutions  and  type  of  transaction  Total  assets 


SouthTrust  Bank  of  Georgia,  N.A.,  Atlanta,  Georgia  (22520),  with .  $4,887,355,000 

and  The  Northside  Bank  and  Trust  Company,  Roswell,  Georgia,  with .  98,915,000 

merged  April  1 5,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  4,986,270,000 


★  *  * 


COMMERCE  BANK,  NATIONAL  ASSOCIATION, 

Peoria,  Illinois,  and  Commerce  Bank,  Bloomington,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


Commerce  Bank,  National  Association,  Peoria,  Illinois  (176),  with .  $504,100,000 

and  Commerce  Bank,  Bloomington,  Illinois,  with .  441,433.000 

merged  May  10,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 920,533,000 


k  k  k 
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CITIZENS  BANK  OF  ILLINOIS,  NATIONAL  ASSOCIATION, 

Mt.  Vernon,  Illinois,  and  Du  Quoin  National  Bank,  Du  Quoin,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


Citizens  Bank  of  Illinois,  N.A.,  Mt.  Vernon,  Illinois  (14387),  with .  $415,727,000 

and  Du  Quoin  National  Bank,  Du  Quoin,  Illinois  (14626),  with .  86,148,000 

merged  May  17,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  500,925,000 


★  ★  ★ 


AETNA  BANK,  NATIONAL  ASSOCIATION, 

Chicago,  Illinois,  and  Lincoln  National  Bank,  Chicago,  Illinois,  and  Commercial  National  Bank  of  Chicago, 
Chicago,  Illinois,  and  River  Forest  State  Bank  and  Trust  Company,  River  Forest,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


Aetna  Bank,  N.A.,  Chicago,  Illinois  (23005),  with .  $320,971,000 

and  Lincoln  National  Bank,  Chicago,  Illinois  (14486),  with .  384, 840^000 

and  Commercial  National  Bank  of  Chicago,  Chicago,  Illinois  (14526),  with .  419J87ioOO 

and  River  Forest  State  Bank  and  Trust  Company,  River  Forest,  Illinois,  with .  344,950^000 

merged  June  10,  1996,  under  charter  23005  and  title  “Corns  Bank,  National  Association.” 

The  merged  bank  at  date  of  merger  had .  1 ,464,223,000 


★  ★  ★ 


THE  MERCHANTS  NATIONAL  BANK  OF  TERRE  HAUTE, 

Terre  Haute,  Indiana,  and  One  National  Bank,  Terre  Haute,  Indiana 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  Merchants  National  Bank  of  Terre  Haute,  Terre  Haute,  Indiana  (13938),  with .  $360,000,000 

and  One  National  Bank,  Terre  Haute,  Indiana  (23076),  with .  92,000,000 

merged  April  12,  1996,  under  charter  23076  and  title  “The  Merchants  National  Bank  of  Terre  Haute.” 

The  merged  bank  at  date  of  merger  had .  452,000,000 


★  ★  ★ 


CITIZENS  NATIONAL  BANK, 

Hammond,  Louisiana,  and  Bank  of  Gonzales,  Gonzales,  Louisiana 


Names  of  institutions  and  type  of  transaction  Total  assets 


Citizens  National  Bank,  Hammond,  Louisiana  (14086), with .  $171,805,000 

and  Bank  of  Gonzales,  Gonzales,  Louisiana,  with .  124,436,000 

merged  June  28,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  336,313,000 


ic  ★  ★ 


FLEET  NATIONAL  BANK  OF  CONNECTICUT, 

Springfield,  Massachusetts,  and  Fleet  Bank,  National  Association,  Springfield,  Massachusetts,  and  Fleet  Bank  of 
Massachusetts,  National  Association,  Boston,  Massachusetts,  and  Fleet  National  Bank  of  Massachusetts,  Boston, 
Massachusetts,  and  Fleet  National  Bank,  Attleboro,  Massachusetts 


Names  of  institutions  and  type  of  transaction  Total  assets 


Fleet  National  Bank  of  Connecticut,  Springfield,  Massachusetts  (1338),  with .  $17,630,000,000 

and  Fleet  Bank,  National  Association,  Springfield,  Massachusetts  (22435),  with .  733,100,000 

and  Fleet  Bank  of  Massachusetts,  N.A.,  Boston,  Massachusetts  (18677),  with .  1 1,055,000,000 

and  Fleet  National  Bank  of  Massachusetts,  Boston,  Massachusetts  (15509),  with .  13,640,000,000 

and  Fleet  National  Bank,  Attleboro,  Massachusetts  (1302),  with .  11,798,000,000 

merged  April  1,  1996,  under  charter  1338  and  title  “Fleet  National  Bank."  The  merged  bank  at  date  of  merger  had .  58,81 7,000,000 


★  *  * 
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THE  FIRST  NATIONAL  BANK  OF  BOSTON, 

Boston,  Massachusetts,  and  South  Boston  Savings  Bank,  Boston,  Massachusetts 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  Boston,  Boston,  Massachusetts  (200),  with .  $40,273,929,000 

and  South  Boston  Savings  Bank,  Boston,  Massachusetts,  with .  1 ,727,631 ,000 

merged  June  28,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  41 ,882,469,000 

★  *  ★ 

THE  FIRST  NATIONAL  BANK  OF  INTERNATIONAL  FALLS, 

International  Falls,  Minnesota,  and  The  First  National  Bank  of  Baudette,  Baudette,  Minnesota 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  First  National  Bank  of  International  Falls,  International  Falls,  Minnesota  (7380),  with .  $80,227,000 

and  The  First  National  Bank  of  Baudette,  Baudette,  Minnesota  (10710),  with .  41,685,000 

merged  April  19,  1996,  under  charter  7380  and  title  “Northern  National  Bank.”  The  merged  bank  at  date  of  merger  had - - 121,912,000 

★  ★  ★ 

NORWEST  BANK  MINNESOTA,  NATIONAL  ASSOCIATION, 

Minneapolis,  Minnesota,  and  Ameribank,  Bloomington,  Minnesota 

Names  of  institutions  and  type  of  transaction  Total  assets 

Norwest  Bank  Minnesota,  N.A.,  Minneapolis,  Minnesota  (2006),  with .  $18,995,767,000 

and  Ameribank,  Bloomington,  Minnesota,  with .  155,387,000 

merged  June  14,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  19,151 ,093,000 

★  ★  * 

NEW  JERSEY  NATIONAL  BANK, 

Ewing  Township,  New  Jersey,  and  Meridian  Bank,  New  Jersey,  Cherry  Hill,  New  Jersey _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

New  Jersey  National  Bank,  Ewing  Township,  New  Jersey  (1327),  with .  $6,245,047,000 

and  Meridian  Bank,  New  Jersey,  Cherry  Hill,  New  Jersey,  with .  2,227,134,000 

merged  June  14,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  8,471 ,661 ,000 

★  ★  ★ 

REPUBLIC  NATIONAL  BANK  OF  NEW  YORK, 

New  York,  New  York,  and  Republic  New  York  Trust  Company  of  Florida,  National  Association,  Miami,  Florida  _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

Republic  National  Bank  of  New  York,  New  York,  New  York  (15569),  with .  $38,319,655,000 

and  Republic  New  York  Trust  Company  of  Florida,  N.A.,  Miami,  Florida  (20489),  with .  2,986,000 

merged  April  30,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  38,321 ,768,000 

*  *  * 

THE  CHASE  MANHATTAN  BANK,  NATIONAL  ASSOCIATION, 

New  York,  New  York,  and  The  Chase  Manhattan  Bank  of  New  Jersey,  National  Association,  New  York,  New  York 

Names  of  institutions  and  type  of  transaction  Total  assets 

The  Chase  Manhattan  Bank,  N.A.,  New  York,  New  York  (2370),  with .  $99,349,000,000 

and  The  Chase  Manhattan  Bank  of  New  Jersey,  N.A.,  New  York,  New  York  (22884),  with .  11 5,588.000 

merged  June  15,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  99,349,000,000 

*  *  * 
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NATIONSBANK,  NATIONAL  ASSOCIATION, 

Charlotte,  North  Carolina,  and  NationsBank  Trust  Company,  National  Association,  Washington,  North  Carolina 

Names  of  institutions  and  type  of  transaction  Total  assets 

NationsBank,  N.A.,  Charlotte,  North  Carolina  (14448),  with .  $77,070,618,000 

and  NationsBank  Trust  Company,  N.A.,  Washington,  North  Carolina  (21744),  with .  58,400,000 

merged  April  15,  1996,  under  charter  and  title  of  the  former.The  merged  bank  at  date  of  merger  had .  77,129,018,000 

★  it  ★ 

SOCIETY  NATIONAL  BANK, 

Cleveland,  Ohio,  and  KeyBank,  National  Association,  Bryan,  Ohio 

Names  of  institutions  and  type  of  transaction  Total  assets 

Society  National  Bank,  Cleveland,  Ohio  (14761),  with .  $22,307,492,000 

and  KeyBank,  N.A.,  Bryan,  Ohio  (23023),  with .  4,734,585,000 

merged  June  17,  1996,  under  charter  14761  and  title  “KeyBank,  National  Association." 

The  merged  bank  at  date  of  merger  had .  26,899,773,000 

★  fc  it 

FIRST  NATIONAL  BANK  AND  TRUST  COMPANY  OF  ARDMORE, 

Ardmore,  Oklahoma,  and  Bank  of  Love  County,  Marietta,  Oklahoma 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  National  Bank  and  Trust  Company  of  Ardmore,  Ardmore,  Oklahoma  (13677),  with .  $155,723,000 

and  Bank  of  Love  County,  Marietta,  Oklahoma,  with .  23,037,000 

merged  June  1 0,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 77,201 ,000 

★  ★  ★ 

UNITED  STATES  NATIONAL  BANK  OF  OREGON, 

Portland,  Oregon,  and  West  One  Bank  Oregon,  Portland,  Oregon 

Names  of  institutions  and  type  of  transaction  Total  assets 

United  States  National  Bank  of  Oregon,  Portland,  Oregon  (4514),  with .  $12,126,000,000 

and  West  One  Bank  Oregon,  Portland,  Oregon,  with .  852,713,000 

merged  June  13,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  13,208,809,000 

★  ★  ★ 

NATIONAL  CITY  BANK  PENNSYLVANIA, 

Pittsburgh,  Pennsylvania,  and  Integra  Trust  Company,  National  Assoication,  Punxsutawney,  Pennsylvania 

Names  of  institutions  and  type  of  transaction  Total  assets 

National  City  Bank  Pennsylvania,  Pittsburgh,  Pennsylvania  (23019),  with .  $13,978,565,000 

and  Integra  Trust  Company,  N.A.,  Punxsutawney,  Pennsylvania  (5702),  with .  37,514,000 

merged  May  31,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 3,993,664,000 

★ *  *  ★ 

UNITED  BANK  AND  TRUST,  NATIONAL  ASSOCIATION, 

Dallas,  Texas,  and  Commercial  National  Bank  of  Dallas,  Dallas,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

United  Bank  and  Trust,  N.A.,  Dallas,  Texas  (20420),  with .  $65,705,000 

and  Commercial  National  Bank  of  Dallas,  Dallas,  Texas  (15178),  with .  54,739,000 

merged  April  1,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 109,972,000 

★  *  ★ 
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NORWEST  BANK  TEXAS  WICHITA  FALLS,  NATIONAL  ASSOCIATION, 

Wichita  Falls,  Texas,  and  The  First  National  Bank  of  Henrietta,  Henrietta,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Norwest  Bank  Texas  Wichita  Falls,  National  Association,  Wichita  Falls,  Texas  (761 7),  with .  $31 1 ,404,000 

and  The  First  National  Bank  of  Henrietta,  Henrietta,  Texas  (13815),  with .  64,353,000 

merged  April  1 2,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  375,757,000 

★ *  *  * 

WEATHERFORD  NATIONAL  BANK, 

Weatherford,  Texas,  and  Citizens  National  Bank  of  Weatherford,  Weatherford,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Weatherford  National  Bank,  Weatherford,  Texas  (18280),  with .  $63,549,000 

and  Citizens  National  Bank  of  Weatherford,  Weatherford,  Texas  (2723),  with .  97,972,000 

merged  April  1 2,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 61 ,521 ,000 

ic  ★  * 

AUSTIN  BANK,  NATIONAL  ASSOCIATION, 

Longview,  Texas,  and  First  State  Bank,  Timpson,  Texas 

Names  of  institutions  and  type  of  transaction  Total  assets 

Austin  Bank,  N.A.,  Longview,  Texas  (18291),  with .  $72,293,000 

and  First  State  Bank,  Timpson,  Texas,  with .  28,573,000 

merged  April  22,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 100,866,000 

★  *  * 

FIRST  SECURITY  BANK  OF  UTAH,  NATIONAL  ASSOCIATION, 

Ogden,  Utah,  and  First  Security  Bank  of  Idaho,  National  Association,  Boise,  Idaho 

Names  of  institutions  and  type  of  transaction  Total  assets 

First  Security  Bank  of  Utah,  N.A.,  Odgen,  Utah  (2597),  with  .  $6,296,988,000 

and  First  Security  Bank  of  Idaho,  N.A.,  Boise,  Idaho  (14444),  with .  3,991 ,969,000 

merged  June  21 ,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  10,190,190,000 

ic  ic  ic 

U.S.  BANK  OF  WASHINGTON,  NATIONAL  ASSOCIATION, 

Seattle,  Washington,  and  West  One  Bank  Washington,  Seattle,  Washington 

Names  of  institutions  and  type  of  transaction  Total  assets 

U.S.  Bank  of  Washington,  N.A.,  Seattle,  Washington  (14394),  with .  $7,054,844,000 

and  West  One  Bank  Washington,  Seattle,  Washington,  with .  2,208,335,000 

merged  June  13,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  7,054,844,000 

★  ★  ★ 

Affiliated  Mergers  (thrift) 

SOUTHTRUST  BANK  OF  FLORIDA,  NATIONAL  ASSOCIATION, 

St.  Petersburg,  Florida,  and  First  of  Englewood,  Federal  Savings  Bank,  Englewood,  Florida _ 

Names  of  institutions  and  type  of  transaction  Total  assets 

SouthTrust  Bank  of  Florida,  N.A.,  St.  Petersburg,  Florida  (23021 ),  with .  $3,356,769,000 

and  First  of  Englewood,  F.S.B.,  Englewood,  Florida,  with .  140.644,000 

merged  March  29,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  3,497,413,000 

*  *  * 
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FIRSTMERIT  TRUST  COMPANY,  NATIONAL  ASSOCIATION, 

Naples,  Florida,  and  FirstMerit  Bank,  Federal  Savings  Bank,  Clearwater,  Florida 


Names  of  institutions  and  type  of  transaction  Total  assets 


FirstMerit  Trust  Company,  N.A.,  Naples,  Florida  (22037),  with .  $2,754,000 

and  FirstMerit  Bank,  F.S.B.,  Clearwater,  Florida,  with .  133,921,000 

merged  April  1 ,  1996  under  charter  22037  and  title  “FirstMerit  Bank,  National  Association." 

The  merged  bank  at  date  of  merger  had .  1 36,675,000 


★  *  * 


THE  FIRST  NATIONAL  BANK  OF  CHICAGO, 

Chicago,  Illinois,  and  First  Federal  Savings  Bank  of  Barrington,  Barrington,  Illinois 


Names  of  institutions  and  type  of  transaction  Total  assets 


The  First  National  Bank  of  Chicago,  Chicago,  Illinois  (8),  with .  $49,474,345,000 

and  First  Federal  Savings  Bank  of  Barrington,  Barrington,  Illinois,  with .  79,204,000 

merged  June  6,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  49,550,549,000 


★  *  * 


NATIONAL  CITY  BANK  KENTUCKY, 

Louisville,  Kentucky,  and  American  Fidelity  Bank,  Federal  Savings  Bank,  Harlan,  Kentucky 


Names  of  institutions  and  type  of  transaction  Total  assets 


National  City  Bank  Kentucky,  Louisville,  Kentucky  (109),  with .  $7,677,274,000 

and  American  Fidelity  Bank,  F.S.B.,  Harlan,  Kentucky,  with .  31,488,000 

merged  March  29,  1 996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  7,701 ,040,000 


★  ★  -k 


UNION  CENTER  NATIONAL  BANK, 

Union,  New  Jersey,  and  Lehigh  Savings  Bank,  S.L.A.,  Union,  New  Jersey 


Names  of  institutions  and  type  of  transaction  Total  assets 


Union  Center  National  Bank,  Union,  New  Jersey  (12425),  with .  $348,000,000 

and  Lehigh  Savings  Bank,  S.L.A.,  Union,  New  Jersey,  with .  74,000,000 

merged  June  28,  1996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . . 422,000,000 


★  ★  ★ 


FIRST  NATIONAL  BANK  OF  PENNSYLVANIA, 

Greenville,  Pennsylvania,  and  Dollar  Savings  Association,  New  Castle,  Pennsylvania 


Names  of  institutions  and  type  of  transaction  Total  assets 


First  National  Bank  of  Pennsylvania,  Greenville,  Pennsylvania  (249),  with .  $958,475,000 

and  Dollar  Savings  Association,  New  Castle,  Pennsylvania,  with .  85,302,000 

merged  May  14,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 ,048,677 ,000 


*  ★  ★ 


CHARTER  NATIONAL  BANK  HOUSTON, 

Houston,  Texas,  and  Charter  Bank,  S.S.B.,  Houston,  Texas 


nuusiuil,  iCAao,  any  unauci  u\,  - - - 

Names  of  institutions  and  type  of  transaction 

Total  assets 

.  $478,460,000 

onaner  i\ianoriai  dsn*  nuu&iuu,  nuuoiun,  ,*,*<**,  v . . 

ana  onaner  o.o.d.,  muuoium,  ■  cam,  . . -  -  -  ;  ,  , 

mprged  April  30  1996  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had . 

.  600.204.000 

★  ★  ★ 
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UNITED  NATIONAL  BANK, 

Parkersburg,  West  Virginia,  and  First  Empire  Federal  Savings  and  Loan  Association,  Charleston,  West  Virginia 


Names  of  institutions  and  type  of  transaction  Total  assets 


United  National  Bank,  Parkersburg,  West  Virginia  (1427),  with .  $1,588,141,000 

and  First  Empire  Federal  Savings  and  Loan  Association,  Charleston,  West  Virginia,  with .  374,924,000 

merged  April  12,  1996,  under  charter  and  title  of  the  former.  The  merged  bank  at  date  of  merger  had .  1 ,773,289,000 


* 
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Changes  in  the  structure  of  the  national  banking  system,  by  states,  January  1  to  June  30,  1996 


In 

operation 
January  1, 
1996 

Organized 
and  opened 
for  business 

Merged 

Voluntary 

liquidations 

Payouts 

12  use  214 

In 

operation 
June  30, 
1996 

Converted  to 
non-national 
institutions 

Merged  with 
non-national 
institutions 

Alabama  . 

34 

1 

0 

0 

0 

0 

0 

35 

Alaska . 

4 

0 

0 

0 

0 

0 

0 

4 

Arizona  . 

13 

2 

0 

0 

0 

0 

0 

15 

Arkansas  . 

77 

1 

1 

0 

0 

0 

0 

77 

California . 

127 

0 

0 

0 

0 

1 

6 

119 

Colorado . 

94 

0 

1 

0 

0 

0 

1 

92 

Connecticut . 

10 

0 

0 

0 

0 

0 

0 

9 

Delaware . 

19 

0 

0 

0 

0 

0 

0 

20 

District  of  Columbia  .  .  . 

14 

0 

1 

0 

0 

0 

0 

12 

Florida . 

122 

1 

3 

0 

0 

0 

2 

118 

Georgia . 

1 

0 

0 

0 

0 

0 

0 

1 

Hawaii . 

1 

0 

0 

0 

0 

0 

0 

1 

Idaho . 

5 

0 

2 

0 

0 

0 

0 

2 

Illinois  . 

251 

5 

8 

0 

0 

0 

3 

245 

Indiana  . 

59 

2 

3 

0 

0 

1 

0 

57 

Iowa . 

67 

1 

0 

0 

0 

6 

3 

60 

Kansas  . 

123 

5 

2 

0 

0 

0 

2 

123 

Kentucky . 

71 

2 

4 

0 

0 

0 

0 

69 

Louisiana . 

33 

0 

2 

0 

0 

0 

0 

031 

Maine  . 

7 

0 

0 

0 

0 

0 

0 

7 

Maryland . 

23 

2 

0 

0 

0 

0 

0 

23 

Massachusetts  . 

30 

1 

4 

0 

0 

0 

0 

27 

Michigan . 

42 

1 

0 

0 

0 

0 

3 

39 

Minnesota  . 

125 

5 

1 

0 

0 

1 

0 

128 

Mississippi . 

23 

0 

0 

0 

0 

0 

0 

23 

Missouri . 

60 

2 

1 

0 

0 

0 

0 

61 

Montana  . 

23 

0 

0 

0 

0 

0 

0 

23 

Nebraska . 

102 

1 

5 

0 

0 

0 

0 

98 

Nevada  . 

6 

0 

1 

0 

0 

0 

0 

5 

New  Hampshire . 

8 

1 

0 

0 

0 

0 

0 

8 

New  Jersey . 

33 

0 

0 

0 

0 

0 

1 

32 

New  Mexico  . 

28 

0 

1 

0 

0 

0 

0 

27 

New  York . 

72 

2 

3 

0 

0 

0 

0 

71 

North  Carolina . 

11 

0 

0 

0 

0 

0 

0 

11 

North  Dakota . 

19 

0 

0 

0 

0 

0 

0 

19 

Ohio . 

126 

0 

2 

0 

0 

0 

0 

124 

Oklahoma  . 

121 

0 

0 

0 

0 

0 

1 

120 

Oregon  . 

5 

0 

1 

0 

0 

0 

0 

4 

Pennsylvania . 

121 

1 

2 

0 

1 

0 

3 

116 

Rhode  Island . 

2 

0 

0 

0 

0 

0 

0 

1 

South  Carolina . 

21 

2 

0 

0 

0 

0 

0 

23 

South  Dakota . 

22 

1 

1 

0 

0 

1 

0 

21 

Tennessee  . 

44 

1 

1 

0 

0 

0 

0 

44 

Texas  . 

460 

6 

15 

0 

0 

0 

5 

445 

Utah . 

8 

0 

1 

0 

0 

0 

0 

7 

Vermont . 

9 

1 

0 

0 

0 

0 

0 

11 

Virginia  . 

28 

3 

2 

0 

0 

0 

1 

31 

Washington . 

22 

0 

2 

0 

0 

0 

0 

21 

West  Virginia . 

41 

0 

3 

0 

0 

0 

0 

38 

Wisconsin  . 

74 

0 

1 

0 

0 

0 

0 

72 

Wyoming . 

Puerto  Rico . 

19 

1 

o  o 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

19 

1 

United  States 

2,933 

51 

75 

0 

1 

12 

38 

2,853* 

Total  does  not  reconcile  because  of  relocations  across  state  lines  and  subsequent  mergers. 

The  column  “organized  and  opened  for  business”  includes  all  state  banks  converted  to  national  banks,  all  newly  formed  national  banks,  and 
savmas  and  loan  associations  converted  to  national  banks.  The  column  entitled  “merged"  includes  all  mergers,  consolidations  and  purchases 
and  assumDtions  in  which  an  operating  national  bank  was  acquired  by  another  national  bank  Also  included  in  this  column  are  immediate 
FDIC  assisted  "merqer”  transactions.  The  column  entitled  “voluntary  liquidations”  includes  only  straight  liquidations  of  national  banks  No 
linuidatinns  nursuant  to  a  purchase  and  assumption  transaction  are  included  in  this  total  Liquidations  resulting  from  purchases  and  assumptions 
are  inducted  in  the  “merged”  columns  The  column  entitled  “payouts"  includes  all  failed  national  banks  where  the  FDIC  is  named  receiver  and 
nn  Other  denositorv  institution  is  named  as  receiver  The  column  entitled  “merged  with  state  banks"  includes  all  mergers,  consolidations,  and 
onrrhPQPc;  and  assurriDtions  where  the  resulting  institution  is  a  state-chartered  bank  Also  included  in  this  column  are  immediate  FDIC-assisted 
"merger"  transactions  where  the  resulting  institution  is  a  state-chartered  bank  Nationally  chartered  bridge  banks  are  not  included  on  this  table 
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Arizona 


Applications  for  new  full-service  national  bank  charters,  approved  and  denied,  by  state, 

January  1  to  June  30,  1996 


Title  and  location  of  bank 


Approved 


Denied 


Home  National  Bank,  Scottsdale 


April  25 


Florida 

Community  Bank  of  Naples,  N.A.,  Naples 


March  22 


Georgia 

Sapelo  National  Bank,  Darien 


June  24 


Indiana 

Hometown  National  Bank,  New  Albany  . 

Kansas 

Peoples  National  Bank,  Overland  Park . 

Kentucky 

Laurel  National  Bank,  London . 

Citizens  Commerce  National  Bank,  Versailles  . 

Maryland 

First  Union  National  Bank  of  Maryland,  Rockville 

Minnesota 

Northern  National  Bank,  Nisswa . 

Montana 

Montana  First  National  Bank,  Kalispell  . 

Nebraska 

Platte  Valley  National  Bank,  Scottsbluff . 

New  Jersey 

Crown  Bank,  N  A.,  Ocean  City  . 

Oklahoma 

Great  Plains  National  Bank,  Elk  City . 

South  Carolina 

Beach  First  National  Bank,  Myrtle  Beach  . 

National  Bank  of  York  County,  Rock  Hill  . 

First  National  Bank  of  the  Carolinas  . 

Texas 

Eagle  National  Bank,  Dallas  . 

Oakwood  National  Bank,  Westlake . 

First  Citizens  Bank,  N  A.,  Dallas  . 

Collin  County  National  Bank,  McKinney . 

State  National  Bank  of  West  Texas,  Lubbock  .  .  . 


March  11 


February  29 


March  4 
April  4 


May  16 


February  27 


February  1 


June  4 


May  3 


May  3 


February  12 
February  21 
May  7 


January  9 
February  23 
March  25 
March  29 
June  10 


Virginia 

Central  National  Bank,  Lynchburg  .  . 

Mountain  National  Bank,  Galax . 

Patriot  Bank.  N  A.,  Fredericksburg  .  . 
Shenandoah  National  Bank,  Staunton 


March  26 
March  26 
March  26 
March  26 
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Applications  for  new  limited-purpose  national  bank  charters,  approved  and  denied,  by  state, 

January  1  to  June  30,  1996 


Title  and  location  of  bank 

Type  of  bank 

Approved 

Denied 

Arizona 

First  Trust  of  Arizona,  N.A.,  Phoenix  . 

Trust 

February  15 

Indiana 

Horizon  Investment  Management,  N.A.,  Michigan  City 

Trust 

June  18 

Iowa 

First  Citizens  Trust  Company,  N.A.,  Mason  City  . 

Trust 

March  6 

Ohio 

First  Financial  Services  Group,  N.A  ,  Zanesville . 

Trust 

April  24 
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New  full-service  national  bank  charters  issued,  January  1  to  June  30,  1996 


Title  and  location  of  bank 

Charter 

Date 

Florida 

The  Huntington  National  Bank  of  Lakeland,  Lakeland . 

23024 

January  23 

Georgia 

First  National  Bank,  Folkston . 

22852 

April  1 

Kansas 

First  Commercial  Bank,  N  A.,  Overland  Park  . 

22961 

February  20 

Kentucky 

Kentucky  National  Bank,  Pikeville . 

22895 

January  2 

Massachusetts 

First  Massachusetts  Bank,  N.A.,  Worcester  . 

23043 

February  16 

Minnesota 

BNC  National  Bank  of  Minnesota,  Minneapolis  . 

22973 

January  22 

Prairie  National  Bank,  Belle  Plaine  . 

22942 

January  22 

Olmstead  National  Bank,  Rochester . 

22997 

May  9 

Northern  National  Bank,  Nisswa . 

23074 

May  15 

Missouri 

Peoples  National  Bank,  Seneca  . 

22892 

March  15 

New  York 

Excel  Bank,  N.A.,  New  York  . 

22893 

February  1 

South  Carolina 

The  Community  Bank  of  Greenville,  N.A.,  Greenville  . 

22935 

April  17 

Sumter  National  Bank,  Sumter  . 

22952 

June  10 

Texas 

Townbank,  N  A  .  Mesquite  . 

22975 

April  1 

Collin  County  National  Bank,  McKinney . 

23072 

April  25 
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New  limited-purpose  national  bank  charters  issued,  January  1  to  June  30,  1996 


Title  and  location  of  bank 

Charter 

Date 

Arizona 

First  Interstate  Bank  Card,  N.A.,  Phoenix  (credit  card) 

First  Trust  of  Arizona,  N.A.,  Phoenix  (trust) 

22992 

23067 

January  2 

March  1 

Arkansas 

First  United  Trust  Company,  N.A.,  El  Dorado  (trust) 

22990 

March  1 

Illinois 

National  Bank  of  the  Great  Lakes,  Hillside  (credit  card) 

22894 

February  4 

Indiana 

Citizens  Trust  Company  of  Indiana,  N.A.,  Evansville  (trust) 

22962 

January  1 

Nebraska 

UMB  U.S.A.,  N.A.,  Falls  City  . 

22974 

May  1 

Vermont 

The  Stratevest  Group,  N.A.,  Burlington . 

23042 

January  29 
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State-chartered  banks  converted  to  full-service  national  banks,  January  1  to  June  30,  1996 


Title  and  location  of  bank 

Effectiue  date 

Total  assets 

Alabama 

National  Bank  of  Commerce  (22907),  conversion  of  First  State  Bank  of  Tuscaloosa,  Tuscaloosa  . 

March  11 

$66,767,000 

Illinois 

Aetna  Bank,  N  A.  (23005),  conversion  of  Aetna  Bank,  Chicago . 

ISBT,  N  A  (23082),  conversion  of  Illinois  State  Bank  and  Trust,  East  Alton  . 

Banterra  Bank,  N  A  (22941),  conversion  of  Banterra  Bank  of  Vienna,  Vienna . 

November  15,  1995 
February  29 

February  29 

120,087,000 

158,286,000 

464,661,000 

Indiana 

The  Merchants  National  Bank  of  Terre  Haute  (23076),  conversion  of  Indiana  . 

State  Bank  of  Terre  Haute,  Terre  Haute . 

April  12 

99,748,000 

Iowa 

Bank  Midwest  Iowa,  N.A.  (23086),  conversion  of  Bank  Midwest,  Okoboji . 

May  1 

77,625,000 

Kansas 

Auburn  National  Bank  (23038),  conversion  of  The  Security  State  Bank,  Auburn . 

Gypsum  Valley  National  Bank  (23020),  conversion  of  Gypsum  Valley  Bank,  Gypsum  . 

Heartland  Bank,  N.A,  (22956),  conversion  of  Heartland  Bank,  Jewell  . 

Boatmen's  National  Bank  of  Kansas  (22885),  conversion  of  Boatmen's  Bank  of  Kansas, 

Overland  Park . 

December  31 ,  1995 
December  31 ,  1995 
January  31 

June  13 

21 ,522,000 
19,618,000 
8,068,000 

202,495,000 

Kentucky 

Citizens  National  Bank  and  Trust  of  Hazard  (22988),  conversion  of  Citizens  State  Bank,  Hazard  . 

January  2 

117,212,000 

Maryland 

American  Trust  Bank,  N.A.  (23045),  conversion  of  American  Trust  Bank  of  West  Virginia,  Inc., 

Cumberland  . 

The  Bank  of  Delmar,  N.A.  (23037),  conversion  of  Bank  of  Delmar,  Delmar  . 

February  1 

February  23 

64,863,000 

88,299,000 

Michigan 

Society  Bank,  N.A.  (23023),  conversion  of  Society  Bank  Michigan,  Bronson  . 

January  7 

4,998,890,000 

Minnesota 

Woodlands  National  Bank  (22981 ),  conversion  of  First  State  Bank  of  Onamia,  Onamia . 

March  21 

20,677,000 

Missouri 

Farmers  Bank  of  Northern  Missouri,  N.A.  (23007),  conversion  of  Farmers  Bank  of  Northern 
Missouri,  Unionville . 

May  1 

148,366,000 

New  Hampshire 

BayBank  New  Hampshire,  N.A.  (23104),  conversion  of  BayBank  New  Hampshire,  Derry  . 

April  18 

146,942,000 

New  York 

Republic  Bank  for  Savings,  N.A.  (22931),  conversion  of  Republic  Bank  for  Savings,  New  York  .  . 

January  2 

5,837,138,000 

Pennsylvania 

National  City  Bank,  Pennsylvania  (23019),  conversion  of  Integra  Bank,  Pittsburgh . 

May  31 

14,500,000,000 

South  Dakota 

Farmers  National  Bank  (23025),  conversion  of  Farmers  State  Bank,  Viborg  . 

January  31 

36,091,000 

Tennessee 

SunTrust  Bank  Northeast  Tennessee,  N  A. (22966),  conversion  of  SunTrust  Bank,  Northeast 
Tennessee,  Johnson  City  . 

March  1 

340,614,000 

Texas 

The  Bank  of  Robstown,  N  A  (23003),  conversion  of  The  Bank  of  Robstown,  Robstown 

F  delity  Bank  and  Trust,  N  A  (22989),  conversion  of  Fidelity  Bank,  Fort  Worth  . 

Northwest  Bank,  N  A.  (23070),  conversion  of  Northwest  Bank,  Houston . 

January  12 

March  15 

March  31 

72,699,000 

93.997.000 

133.677.000 

Virginia 

Peoples  National  Bank  (22983),  conversion  of  Peoples  Bank  of  Danville,  Danville 

Blue  Ridge  Bank,  N  A  (22984),  conversion  of  Blue  Ridge  Bank,  Floyd  . 

Community  National  Bank  (22982),  conversion  of  South  Boston  Bank,  South  Boston 

December  31 ,  1995 
December  31 ,  1995 
December  31,  1995 

347,637,000 

91,006,000 

105,892,000 

]'jfi  Quarterly  Journal,  Vol  15,  Mo.  3,  September  1996 


Nonbanking  institutions  converted  to  full-service  national  banks,  January  1  to  June  30,  1996 


^  '  -  - - - —  . 

Title  and  location  of  bank 

Effectiue  date 

Total  assets 

Illinois 

Heritage  National  Bank  (23059),  conversion  of  Lawrenceville  Federal  Savings  and  Loan 
Association,  Lawrenceville  . 

March  29 

13,126,554,000 

Texas 

Sun  World,  N.A.  (23012),  conversion  of  Sun  World  Savings  Bank  FSB  El  Paso 

January  31 

129,920,000 
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National  banks  converted  out  of  the  national  bank  system,  January  1  to  June  30,  1996 


California 


Title  and  location  of  bank 


Effective  date 


Total  assets 


American  West  Bank,  N.A.,  Encino  (18157) 


June  28 


58,000,000 


Georgia 

The  Enterprise  National  Bank  of  Atlanta,  N.A.,  Dunwoody  (21411) 


February  1 


50,151,000 


Indiana 

The  Tell  City  National  Bank,  Tell  City  (5756)  . 

Iowa 

The  Citizens  National  Bank  of  Boone — Stratford,  Boone  (13817)  . 

Hawkeye  Bank  of  Centerville,  N.A.,  Centerville  (2841) . 

Hawkeye  Bank  of  Clinton  County,  N.A.,  Clinton  (2469) . 

Hawkeye  Bank  of  Pella,  N.A.,  Pella  (2063) . 

Hawkeye  Bank  of  Osceola  County,  N.A.,  Sibley  (3320)  . 

Hawkeye  Bank  of  Washington  County,  N.A.,  Washington  (13849) 

Minnesota 

The  First  National  Bank  of  Mapleton,  Mapleton  (6787) . 


May  31 


March  22 
March  22 
March  22 
March  22 
March  22 
March  22 


January  2 


137,321,000 


102,115,000 

66,666,000 

84,040,000 

77,502,000 

37,842,000 

38,670,000 


28,486,000 


South  Dakota 

First  Premier  Bank,  N  A,  Sioux  Falls  (15639) 


June  24 


210,232,000 


Texas 

Peoples  National  Bank,  Belton  (8518) 


May  17 


139,740,000 
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California 


National  banks  merged  out  of  the  national  bank  system,  January  1  to  June  30,  1996 


Title  and  location  of  bank 


Charter  number 


Effective  date 


Templeton  National  Bank,  Templeton  . 

El  Capitan  National  Bank,  Sonora . 

Santa  Fe  National  Bank,  Norwalk  . 

Commerce  Bank  of  San  Luis  Obispo,  N.A.,  San  Luis  Obispo 

Queen  City  Bank,  N.A.,  Long  Beach . 

Citizens  Bank  of  Paso  Robles,  N.A.,  Paso  Robles  . 


21956 

16464 

16792 

18696 

17933 

21449 


September  8,  1995 
February  2 
February  26 
March  22 
April  15 
May  3 


Colorado 

Colorado  Community  First  National  Bank,  Fraser 


20447 


April  1 


Florida 

First  National  Bank  of  Hollywood,  Hollywood 
Founders  National  Trust  Bank,  Fort  Myers  . 


20012  January  1 

20986  January  12 


Georgia 

First  National  Bank  of  Gilmer  County,  Ellijay . 

The  First  National  Bank  of  Gainesville,  Gainesville  .  . 
The  First  National  Bank  of  White  County,  Cleveland  . 

First  National  Bank  of  Habersham,  Cornelia . 

The  First  National  Bank  of  Jackson  County,  Jefferson 


22293 

3983 

21266 

17718 

9039 


April  25 
May  9 
June  6 
June  6 
June  13 


Illinois 

Drexel  National  Bank,  Chicago . 

Northern  Trust/OHare,  N.A.,  Chicago . 

Northern  Trust  Bank/Lake  Forest,  N.A.,  Lake  Forest 

Iowa 

Firstar  Bank  Red  Oak,  N.A.,  Red  Oak . 

The  National  Bank  of  Rockwell  City,  Rockwell  City  . 
Security  National  Bank,  Jefferson . 


14445 

14888 

8937 


December  16,  1995 
February  29 
February  29 


13785 

13890 

18310 


August  28,  1995 
January  1 
March  7 


Kansas 

The  Home  National  Bank,  Little  River . 

First  National  Bank,  Haysville  . 

Michigan 

Second  National  Bank  of  Bay  City,  Bay  City 
National  Bank  of  Royal  Oak,  Royal  Oak  .  .  . 
Second  National  Bank  of  Saginaw,  Saginaw 


22268  December  30,  1995 

18007  January  26 


16542 

14773 

1918 


June  1 
June  1 
June  1 


New  Jersey 

The  Flemington  National  Bank  and  Trust  Company,  Flemington 
Oklahoma 

The  First  National  Bank  of  Pauls  Valley,  Pauls  Valley  . 


2331  February  23 

5091  January  12 


Pennsylvania 

The  Huntington  National  Bank  of  Pennsylvania,  Uniontown 
The  First  National  Bank  of  Bradford  County,  Towanda 
The  First  National  Bank  of  Centre  Hall,  Centre  Hall 


21847 

39 

12192 


December  14,  1995 
December  29,  1995 
April  12 


Texas 

Stone  Oak  National  Bank,  San  Antonio . 

The  First  National  bank  of  Taft,  Taft . 

Questar  Bank,  N.A.,  Houston  . 

United  Commerce  Bank  of  Highland  Village 
Stanton  National  Bank,  Stanton 


17815 

12309 

18331 

21029 

18543 


September  8,  1995 
October  18,  1995 
January  12 
March  22 
May  31 


Virginia 

Signet  Bank,  N.A.,  Falls  Church 
Wisconsin 

Firstar  Bank  Madison,  N.A.,  Madison 


15700 


May  31 
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February  19 
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Failed  national  banks  paid-out  by  the  Federal  Deposit  Insurance  Corporation,  January  1  to  June  30,  1996 


Title  and  location  of  bank 

Charter  number 

Effectiue  date 

Pennsylvania 

Metrobank  of  Philadelphia,  N  A. 

Philadelphia  . 

21690 

March  8 
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Federal  branches  and  agencies  of  foreign  banks  in  operation,  January  1  to  June  30,  1996 


In  operation 

Opened 

L  La.  Cl  /  Lj  1  L\J  U 

Closed 

u  it:  l 

In  operation 

Jan.  1,  1996 

Jan.  1  -June  30 

Jan.  1 -June  30 

June  30,  1996 

Federal  branches 

California  .... 

District  of  Columbia 

Illinois  . 

4 

1 

1 

47 

1 

0 

0 

0 

0 

0 

0 

0 

1 

2 

0 

4 

1 

New  York . 

Washington  .... 

0 

45 

1 

Limited  federal  branches 

California . 

District  of  Columbia  .... 
Illinois  . 

9 

2 

1 

0 

0 

n 

2 

0 

7 

2 

New  York . 

5 

u 

0 

0 

0 

1 

5 

Federal  agencies 

Florida . 

Illinois  . 

1 

0 

0 

1 

0 

0 

1 

1 

Total  United  States 

72 

1 

5 

68 
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Assets,  liabilities  and  capital  accounts  of  national  banks,  June  30,  1995  and  June  30,  1996 

(Dollar  amounts  in  millions) 


June  30, 

1995 

June  30, 

1996 

Change 

June  30,  1995- 
June  30,  1996 
fully  consolidated 

Consolidated 
foreign  and 
domestic 

Consolidated 
foreign  and 
domestic 

Amount 

Percent 

Assets 

Cash  and  balances  due  from  depository  institutions: 
Noninterest-bearing  balances  and  currency  and  coin 

$116,599 

$131,396 

$14  797 

12  69 

Interest-bearing  balances  .  . 

55,024 

50,073 

-4,950 

-9  00 

Securities  not  in  trading  account*  . 

391,754 

399,856 

8,102 

2.07 

Federal  funds  sold  and  securities  purchased  under  agreements  to 

resell . 

91,720 

92,708 

988 

1.08 

Loans  and  leases  net  of  unearned  income 

1,442,356 

1,631,583 

189,226 

13  12 

Less  allowance  for  loan  and  lease  losses 

31,089 

32,695 

1,606 

5  17 

Less  allocated  transfer  risk  reserve 

4 

4 

0 

-0.13 

Net  loans  and  leases . 

1,411,263 

1,598,883 

187,620 

13.29 

Premises  and  fixed  assets  . 

34,224 

37,225 

3,001 

8.77 

Other  real  estate  owned . 

4,702 

3,426 

-1,275 

-27.12 

All  other  assetst . 

196,139 

227,384 

31,245 

15.93 

Total  assets . 

2,301,425 

2,540,953 

239,528 

10.41 

Liabilities 

Deposits: 

Noninterest-bearing  deposits  in  domestic  offices . 

310,831 

363,163 

52,332 

16.84 

Interest-bearing  deposits  in  domestic  offices  . 

1,022,174 

1,125,591 

103,417 

10.12 

Total  domestic  deposits  . 

1,333,005 

1,488,753 

155,748 

11.68 

Total  foreign  deposits . 

284,095 

305,914 

21,819 

7.68 

Total  deposits . 

1,617,100 

1,794,667 

177,568 

10.98 

Federal  funds  purchased  and  securities  sold  under  agreements 

to  repurchase . 

185,943 

183,644 

-2,300 

-1.24 

Demand  notes  issued  to  U.S.  Treasury . 

17,446 

14,051 

-3,395 

-19.46 

Other  borrowed  money . 

143,617 

175,008 

31,391 

21.86 

Subordinated  notes  and  debentures . 

27,924 

32,644 

4,720 

16.90 

All  other  liabilities^  . 

127,578 

132,941 

5,363 

4.20 

Total  liabilities . 

2,119,608 

2,332,955 

213,347 

10.07 

Limited-life  preferred  stock . 

3 

4 

1 

NM 

Equity  Capital 

Perpetual  preferred  stock . 

407 

485 

78 

19.05 

Common  stock  . 

17,828 

18,862 

1,034 

5.80 

Surplus  . 

77,521 

98,188 

20,667 

26  66 

Net  undivided  profits  and  capital  reserves . 

86,641 

91,143 

4,503 

5.20 

Cumulative  foreign  currency  translation  adjustments . 

-583 

-683 

-100 

NM 

Total  equity  capita  It  . 

181,814 

207,994 

26,181 

14.40 

Total  liabilities,  limited-life  preferred  stock,  and  equity  capital  .  . 

2,301,425 

2,540,953 

239,528 

10.41 

NM  =  Not  meaningful 

‘Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as 
“available-for-sale”  are  valued  at  their  current  fair  value. 

-(-Beginning  in  1994,  trading  account  assets,  which  are  included  in  all  other  assets,  are  reported  on  a  gross  basis,  and  trading  liabilities  are 
reported  separately  and  included  in  all  other  liabilities. 

tSubcomponents  of  equity  capital  do  not  add  to  the  reported  total  because  the  data  are  preliminary 
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Income  and  expenses  of  foreign  and  domestic  offices  and  subsidiaries  of  national  banks,  June  30,  1996 

(Dollar  amounts  in  millions) 


Consolidated 

foreign  and 

Percent 

domestic 

distribution 

Interest  income: 

Interest  and  fee  income  on  loans . 

$68,979 

77.2 

Income  from  lease  financing  receivables  . 

1,643 

1.8 

Interest  income  on  balances  due  from  depository  institutions . 

1,725 

1.9 

Interest  and  dividend  income  on  securities  . 

12,775 

14.3 

Interest  income  from  assets  held  in  trading  accounts . 

1,683 

1.9 

Interest  income  from  federal  funds  sold  and  securities  purchase  agreements 

to  resell . 

2,586 

2.9 

Total  interest  income . 

89,392 

100.0 

Interest  expense: 

Interest  on  deposits  . 

30,109 

71.1 

Expense  of  federal  funds  purchased  and  securities  sold  under  agreements  to 

12.0 

repurchase . 

5,073 

Interest  on  demand  notes  issued  to  the  U.S.  Treasury  and  on  other  borrowed  money 

6,116 

14.4 

Interest  on  mortgage  indebtedness  and  obligations  under  capitalized  leases  .... 

47 

0.1 

Interest  on  notes  and  debentures  subordinated  to  deposits . 

1,020 

2.4 

Total  interest  expense  . 

42,365 

100.0 

Net  interest  income . 

47,028 

Provision  for  loan  and  lease  losses . 

4,338 

Provision  for  allocated  transfer  risk . 

0 

Noninterest  income: 

Service  charges  on  deposit  accounts . 

5.298 

18.9 

Other  noninterest  income . 

22,778 

81.1 

Total  noninterest  income . 

28,076 

100.0 

Gains  and  losses  on  securities  not  held  in  trading  accounts . 

291 

Noninterest  expense: 

Salaries  and  employee  benefits . 

18,908 

39.5 

Expenses  of  premises  and  fixed  assets  (net  of  rental  income)  . 

6,049 

12.6 

Other  noninterest  expense . 

22,964 

47.9 

Total  noninterest  expense  . 

47,921 

100.0 

Income  (loss)  before  income  taxes  and  extraordinary  items  and  other  adjustments  .  .  . 

23,136 

Applicable  income  taxes . 

8,541 

Income  before  extraordinary  items  and  other  adjustments . 

14,649 

Extraordinary  items  and  other  adjustments,  net  of  taxes . 

87 

Net  income*  . 

14,736 

Total  cash  dividends  declared! . 

9,873 

Recoveries  credited  to  allowance  for  possible  loan  losses  . 

1,834 

Losses  charged  to  allowance  for  possible  loan  losses  . 

6,356 

Net  loan  losses . 

4,522 

‘The  subcomponents  of  income  may  not  add  to  the  reported  total  because  the  data  are  preliminary 
tBanks  with  assets  of  less  than  $100  million  report  this  item  only  in  their  December  report  of  income. 
Note  Preliminary  year-to-date  data. 
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Loans  of  national  banks,  by  state,  June  30,  1996 


(Dollar  amounts  in  millions) 


Total 

loans, 

gross 

Domestic  offices 

Loans 
secured 
by  real 
estate 

Loans  to 
farmers 

Commercial 

and 

industrial 

loans 

Loans 

to 

individuals 

Other 

loans 

Total 
loans  at 
foreign 
offices 

All  national  banks 

$1,634,40 

$625,826 

$16,654 

$338,921 

$308,409 

$151,057 

$193,543 

Alabama . 

11,070 

6,006 

67 

2,726 

1,716 

556 

0 

Alaska . 

2,272 

1,039 

1 

674 

467 

85 

6 

Arizona  . 

30,149 

7,711 

245 

2,742 

16,969 

2,483 

0 

Arkansas  . 

8,360 

4,487 

342 

1,386 

1,950 

196 

0 

California  . 

209,497 

89,371 

2,602 

34,793 

17,219 

28,090 

37,421 

Colorado  . 

15,828 

6,668 

536 

2,805 

4,142 

1,677 

0 

Connecticut . 

468 

370 

0 

75 

19 

3 

0 

Delaware  . 

36,751 

636 

8 

171 

35,522 

27 

386 

District  of  Columbia  .... 

1,961 

1,076 

0 

313 

512 

60 

0 

Florida . 

76,711 

45,892 

261 

9,424 

16,534 

4,074 

526 

Georgia . 

67,580 

31,073 

242 

16,376 

14,462 

5,428 

0 

Hawaii . 

206 

134 

0 

62 

8 

2 

0 

Idaho  . 

189 

44 

57 

35 

52 

2 

0 

Illinois . 

63,534 

23,301 

908 

20,616 

8,849 

5,116 

4,745 

Indiana  . 

28,402 

12,408 

323 

6,293 

7,736 

1,643 

0 

Iowa . 

8,845 

3,756 

645 

2,081 

2,132 

231 

0 

Kansas  . 

8,894 

3,744 

957 

2,021 

1,894 

277 

0 

Kentucky  . 

16,105 

7,456 

152 

3,509 

3,687 

1,301 

0 

Louisiana . 

16,530 

7,014 

124 

3,812 

4,819 

761 

0 

Maine . 

963 

727 

6 

148 

69 

13 

0 

Maryland  . 

29,310 

18,057 

24 

5,077 

2,108 

3,468 

576 

Massachusetts  . 

68,832 

21,127 

6 

24,096 

6,627 

6,591 

10,385 

Michigan  . 

17,880 

9,207 

74 

4,274 

3,797 

527 

0 

Minnesota . 

33,052 

13,224 

696 

9,661 

5,140 

4,160 

171 

Mississippi . 

7,088 

3,473 

150 

1,497 

1,588 

380 

0 

Missouri . 

26,877 

12,467 

388 

7,780 

4,719 

1,522 

0 

Montana . 

2,535 

1,119 

197 

482 

684 

53 

0 

Nebraska . 

10,227 

2,870 

1,426 

1,966 

3,646 

319 

0 

Nevada  . 

15,444 

102 

2 

11 

15,328 

1 

0 

New  Hampshire . 

3,992 

987 

0 

106 

2,886 

14 

0 

New  Jersey . 

37,155 

19,145 

8 

11,611 

4,105 

2,116 

169 

New  Mexico . 

5,438 

3,117 

133 

850 

1,136 

202 

0 

New  York  . 

241,598 

46,740 

124 

19,955 

12,182 

28,786 

133,811 

North  Carolina . 

82,801 

30,489 

356 

24,337 

9,612 

15,422 

2,585 

North  Dakota  . 

1,977 

672 

330 

524 

384 

68 

0 

Ohio . 

92,504 

34,908 

401 

21,311 

27,853 

7,929 

102 

Oklahoma . 

1 1 ,566 

5,408 

580 

3,156 

2,139 

284 

0 

Oregon  . 

10,589 

2,519 

228 

3,643 

1,978 

2,220 

0 

Pennsylvania  . 

103,715 

45,275 

195 

30,268 

13,284 

12,453 

2,240 

Rhode  Island  . 

2,197 

958 

0 

512 

218 

508 

0 

South  Carolina . 

8,362 

5,171 

41 

1,822 

1,057 

270 

0 

South  Dakota . 

16,209 

1,317 

469 

2,325 

12,003 

94 

0 

Tennessee  . 

30,583 

15,249 

121 

7,678 

5,579 

1,956 

0 

Texas  . 

86,171 

35,721 

1,732 

28,756 

14,282 

5,570 

110 

Utah . 

10,606 

4,397 

331 

1,974 

3,112 

791 

0 

Vermont . 

1,685 

1,139 

4 

320 

177 

44 

0 

Virginia  . 

20,433 

13,081 

107 

2,815 

3,600 

598 

232 

Washington . 

22,841 

9,454 

684 

6,298 

5,261 

1,088 

57 

West  Virginia  . 

9,088 

5,718 

14 

1,162 

1,968 

226 

0 

Wisconsin . 

15,951 

7,225 

241 

4,386 

2,733 

1,344 

21 

Wyoming  . 

3,390 

2,575 

112 

209 

465 

29 

0 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000 
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Deposits  of  national  banks,  bp  state,  June  30,  1996 
(Dollar  amounts  in  millions) 


- 1 

Total 
demand 
deposits  at 
domestic 
offices 

All 

NOW 

accounts 

Money 

market 

deposit 

accounts 

Large 

time 

accounts 

All  other 
deposits  at 
domestic 
offices 

Total 

deposits 

at 

foreign 

offices 

Total 

consolidated 

deposits 

All  national  banks 

$346,751 

$99,460 

$343,375 

$145,132 

$554,036 

$305,914 

$1,794,667 

Alabama . 

1,833 

582 

2,173 

1,454 

4,465 

258 

10,764 

Alaska . 

887 

283 

419 

330 

972 

0 

2,892 

Arizona  . 

5,994 

1,534 

5,615 

2,458 

8,311 

0 

23,912 

Arkansas  . 

2,289 

1,300 

2,110 

1,667 

5,283 

0 

12,649 

California  . 

57,321 

15,788 

41,485 

15,194 

51,018 

48,501 

229,307 

Colorado  . 

5,880 

2,634 

5,046 

1,010 

6,107 

78 

20,756 

Connecticut . 

105 

68 

63 

34 

360 

0 

631 

Delaware  . 

855 

96 

3,719 

5,730 

4,196 

493 

15,089 

District  of  Columbia . 

808 

305 

1,353 

346 

986 

0 

3,798 

Florida . 

16,417 

3,890 

23,833 

10,020 

34,082 

888 

89,129 

Georgia . 

1 1 ,020 

1,808 

17,214 

6,958 

23,422 

559 

60,980 

Hawaii . 

56 

29 

37 

45 

92 

0 

259 

Idaho  . 

30 

23 

40 

23 

92 

0 

207 

Illinois . 

14,808 

6,690 

10,643 

9,813 

26,913 

15,704 

84,571 

Indiana  . 

5,802 

2,713 

6,616 

2,232 

12,096 

803 

30,262 

Iowa . 

2,003 

1,442 

2,217 

816 

5,053 

0 

11,531 

Kansas  . 

1,960 

1,529 

2,847 

1,093 

5,935 

0 

13,363 

Kentucky  . 

3,173 

1,386 

2,776 

1,867 

6,990 

1,093 

17,285 

Louisiana . 

4,871 

2,069 

3,799 

2,962 

8,693 

185 

22,579 

Maine . 

161 

121 

66 

81 

641 

0 

1,069 

Maryland  . 

7,200 

1,629 

7,702 

1,679 

16,726 

602 

35,539 

Massachusetts  . 

16,768 

3,606 

15,804 

5,058 

21,049 

13,448 

75,732 

Michigan  . 

4,043 

1,680 

2,239 

1,922 

12,028 

57 

21,968 

Minnesota . 

9,954 

2,937 

6,708 

1,649 

11,191 

2,484 

34,923 

Mississippi . 

1,880 

968 

1,980 

991 

3,673 

0 

9,491 

Missouri . 

7,283 

2,333 

9,576 

2,332 

11,904 

137 

33,564 

Montana . 

579 

355 

769 

148 

1,092 

0 

2,943 

Nebraska . 

2,083 

1,523 

2,027 

1,084 

6,636 

0 

13,353 

Nevada  . 

195 

22 

54 

515 

157 

0 

943 

New  Hampshire . 

158 

178 

458 

1,142 

1,454 

0 

3,390 

New  Jersey . 

12,245 

4,917 

9,037 

3,789 

21,230 

848 

52,065 

New  Mexico . 

1,589 

1,012 

1,466 

765 

3,301 

0 

8,133 

New  York  . 

30,990 

3,070 

30,021 

9,812 

26,305 

187,679 

287,877 

North  Carolina . 

14,420 

1,328 

17,293 

6,521 

20,415 

15,523 

75,500 

North  Dakota  . 

384 

461 

281 

181 

1,356 

0 

2,664 

Ohio . 

15,847 

3,786 

14,523 

5,863 

43,028 

4,327 

87,373 

Oklahoma . 

3,498 

1,874 

3,058 

2,370 

6,739 

81 

17,620 

Oregon  . 

2,233 

1,114 

2,407 

868 

2,576 

0 

9,197 

Pennsylvania  . 

23,006 

3,272 

23,991 

9,092 

44,547 

7,174 

111,083 

Rhode  Island  . 

402 

280 

142 

128 

1,666 

0 

2,618 

South  Carolina . 

1,891 

479 

3,373 

1,097 

4,182 

119 

11,141 

South  Dakota . 

972 

541 

1,216 

1,083 

3,229 

0 

7,042 

Tennessee  . 

6,490 

1,499 

9,515 

3,777 

13,583 

242 

35,108 

Texas  . 

28,854 

9,186 

27,304 

11,588 

34,068 

2,662 

113,661 

Utah . 

2,309 

153 

3,062 

726 

4,612 

172 

1 1 ,035 

Vermont  . 

277 

233 

608 

93 

803 

0 

2,013 

Virginia  . 

4,136 

1,499 

5,825 

2,006 

10,838 

361 

24,665 

Washington . 

5,719 

2,604 

6,039 

2,195 

4,363 

574 

21,494 

West  Virginia . 

1,286 

944 

1,372 

772 

6,190 

0 

1 0,564 

Wisconsin . 

3,470 

1,339 

3,147 

1,554 

6,743 

861 

17,113 

Wyoming 

320 

346 

307 

200 

2,650 

0 

)  3,823 

Note  Preliminary  end-of-quarter  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Interest  income  of  national  banks,  by  state,  June  30,  1996 
(Dollar  amounts  in  millions) 


Interest 
and  fees 
on  loans 

Income 

from 

lease 

financing 

Interest  due 
from  other 
depository 
institutions 

Interest 

and 

dividends  on 
securities 

Interest 
from  trading 
account 
assets 

Interest 
from  federal 
funds 

transactions 

Total 

interest 

income 

All  national  banks 

$68,979 

$1,643 

$1,725 

$12,775 

$1,683 

$2,586 

$89,392 

Alabama . 

462 

13 

0 

116 

0 

9 

600 

Alaska . 

109 

1 

0 

47 

0 

0 

156 

Arizona  . 

1,587 

74 

1 

152 

4 

37 

1,855 

Arkansas  . 

369 

1 

2 

131 

0 

19 

522 

California  . 

7,565 

257 

248 

821 

362 

168 

9,421 

Colorado  . 

661 

9 

0 

197 

0 

20 

888 

Connecticut . 

20 

0 

0 

5 

0 

1 

26 

Delaware  . 

2,346 

0 

17 

74 

0 

12 

2,450 

District  of  Columbia . 

91 

0 

13 

38 

0 

24 

165 

Florida . 

3,309 

44 

21 

592 

0 

107 

4,072 

Georgia . 

2,654 

61 

7 

447 

1 

184 

3,354 

Hawaii . 

9 

0 

0 

1 

0 

0 

11 

Idaho  . 

9 

0 

0 

1 

0 

1 

10 

Illinois . 

2,570 

18 

253 

642 

157 

189 

3,830 

Indiana  . 

1,204 

30 

2 

194 

1 

48 

1,479 

Iowa . 

447 

1 

8 

130 

0 

22 

609 

Kansas  . 

416 

8 

1 

157 

0 

21 

604 

Kentucky  . 

675 

20 

1 

130 

0 

18 

844 

Louisiana . 

732 

2 

4 

263 

1 

24 

1,025 

Maine . 

42 

0 

0 

10 

0 

1 

53 

Maryland  . 

1,050 

105 

4 

297 

0 

44 

1,501 

Massachusetts  . 

3,110 

131 

61 

481 

93 

40 

3,917 

Michigan  . 

785 

4 

14 

148 

0 

19 

969 

Minnesota . 

1,336 

38 

2 

233 

9 

157 

1,775 

Mississippi . 

308 

1 

0 

121 

0 

11 

441 

Missouri . 

1,111 

12 

5 

348 

4 

78 

1,559 

Montana . 

115 

0 

1 

19 

0 

3 

138 

Nebraska . 

476 

2 

0 

102 

0 

30 

611 

Nevada  . 

944 

0 

1 

2 

0 

4 

951 

New  Hampshire . 

329 

0 

0 

11 

0 

3 

343 

New  Jersey . 

1,086 

1 

2 

297 

2 

180 

1,566 

New  Mexico . 

255 

2 

1 

104 

2 

18 

381 

New  York  . 

10,794 

286 

837 

1,663 

746 

282 

14,608 

North  Carolina . 

3,199 

98 

49 

572 

244 

230 

4,391 

North  Dakota . 

86 

1 

1 

25 

0 

3 

116 

Ohio . 

4,068 

167 

7 

613 

0 

128 

4,984 

Oklahoma . 

522 

2 

2 

210 

1 

18 

754 

Oregon  . 

422 

44 

0 

42 

5 

7 

519 

Pennsylvania  . 

3,996 

110 

96 

932 

8 

82 

5,223 

Rhode  Island  . 

79 

0 

1 

20 

0 

7 

106 

South  Carolina . 

346 

0 

0 

97 

0 

53 

498 

South  Dakota . 

933 

0 

6 

46 

0 

9 

996 

Tennessee  . 

1,271 

19 

6 

314 

16 

38 

1 ,663 

Texas  . 

3,475 

21 

24 

1,237 

9 

124 

4,890 

Utah  . 

450 

22 

1 

102 

9 

31 

615 

Vermont . 

79 

0 

0 

16 

0 

1 

96 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

857 

3 

11 

266 

0 

17 

1,153 

1,019 

406 

667 

129 

14 

1 

22 

0 

1 

1 

12 

0 

41 

105 

132 

32 

9 

0 

0 

0 

6 

7 

46 

5 

1,089 

520 

879 

165 

Note:  Preliminary  year-to-date  data.  Zeros  indicate  amounts  of  less  than  $500,000. 

The  subcomponents  of  interest  income  do  not  add  to  the  reported  total  because  the  data  are  preliminary 
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Noninterest  income  of  national  banks,  by  state,  June  30,  1996 
(Dollar  amounts  in  millions) 


Service 
charges  on 
deposit 
accounts 

Gains 

(losses) 

from 

trading 

revenue* 

Other 

noninterest 

income 

+ 

extraordinary 

items 

Gains 
(losses) 
on  assets 
not  in 
trading 
accounts 

Total 

noninterest 
income  and 
gains  (losses) 
on  assets  not 
in  trading 
accounts 

All  national  banks 

$5,298 

$1,907 

$20,958 

$291 

$28,454 

Alabama . 

32 

7 

72 

0 

112 

Alaska . 

11 

0 

19 

0 

29 

Arizona  . 

80 

2 

527 

5 

615 

Arkansas  . 

36 

1 

68 

0 

106 

California  . 

887 

289 

1,925 

-4 

3,096 

Colorado  . 

83 

0 

185 

1 

269 

Connecticut . 

1 

0 

4 

0 

5 

Delaware  . 

4 

0 

1,972 

0 

1,976 

District  of  Columbia . 

13 

0 

21 

1 

35 

Florida . 

321 

1 

554 

14 

889 

Georgia . 

287 

4 

512 

25 

828 

Hawaii . 

1 

0 

1 

0 

1 

Idaho  . 

1 

0 

0 

0 

1 

Illinois . 

204 

79 

396 

6 

686 

Indiana  . 

81 

1 

180 

1 

263 

Iowa . 

33 

0 

130 

11 

174 

Kansas  . 

41 

3 

101 

0 

145 

Kentucky  . 

51 

0 

79 

1 

132 

Louisiana . 

90 

3 

124 

0 

217 

Maine . 

4 

0 

3 

0 

8 

Maryland  . 

117 

3 

162 

4 

286 

Massachusetts  . 

207 

36 

1,255 

33 

1,532 

Michigan  . 

66 

4 

191 

-1 

259 

Minnesota . 

105 

0 

530 

8 

644 

Mississippi . 

33 

2 

53 

0 

88 

Missouri . 

113 

20 

293 

3 

429 

Montana . 

10 

0 

14 

0 

23 

Nebraska . 

32 

0 

179 

-1 

210 

Nevada  . 

1 

0 

863 

0 

864 

New  Hampshire . 

2 

0 

168 

0 

170 

New  Jersey . 

114 

2 

126 

-2 

241 

New  Mexico . 

30 

0 

35 

3 

68 

New  York  . 

227 

1,168 

3,510 

137 

5,042 

North  Carolina . 

296 

152 

816 

27 

1,291 

North  Dakota  . 

6 

0 

13 

-3 

17 

Ohio . 

264 

9 

1,099 

8 

1,380 

Oklahoma . 

66 

4 

93 

0 

163 

Oregon  . 

43 

6 

138 

1 

189 

Pennsylvania  . 

279 

18 

1,280 

16 

1,594 

Rhode  Island  . 

5 

0 

22 

0 

28 

South  Carolina . 

38 

1 

61 

0 

100 

South  Dakota . 

12 

-1 

1,095 

0 

1,107 

Tennessee  . 

129 

55 

391 

4 

579 

Texas  . 

547 

21 

1,045 

-28 

1,585 

Utah . 

47 

3 

140 

0 

190 

Vermont . 

5 

0 

10 

0 

15 

Virginia  . 

63 

0 

116 

1 

181 

Washington . 

107 

10 

191 

1 

308 

West  Virginia . 

21 

0 

50 

2 

74 

Wisconsin 

48 

3 

138 

8 

196 

Wyoming 

4 

0 

7 

6 

17 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 

'Prior  to  March  31  1996,  reported  separately  as  gains(losses)  on  foreign  exchange  transactions  plus  gains(losses)  on  fees  from  assets  in  trading 
accounts 
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Interest  expense  of  national  banks,  by  state,  June  30,  1996 


(Dollar  amounts  in  millions) 


Interest 

on 

deposits 

Expense  of 
federal 
funds 

transactions 

Interest  on 
Treasury 
demand  notes 
and 

other  borrowed 
money 

Interest 

on 

mortgage 

and 

capitalized 

leases 

Interest 

on 

subordinated 

notes 

and 

debentures 

Total 

interest 

expense 

All  national  banks 

$30,109 

$5,073 

$6,116 

$47 

$1,020 

$42,365 

Alabama . 

214 

47 

36 

0 

4 

301 

Alaska . 

37 

15 

0 

0 

0 

52 

Arizona  . 

300 

61 

268 

0 

15 

645 

Arkansas  . 

218 

10 

3 

0 

0 

232 

California  . 

3,196 

201 

430 

7 

168 

4,002 

Colorado  . 

271 

35 

12 

0 

4 

322 

Connecticut . 

10 

0 

0 

0 

0 

11 

Delaware  . 

392 

97 

546 

1 

30 

1,067 

District  of  Columbia . 

58 

11 

0 

0 

0 

70 

Florida . 

1,330 

191 

97 

3 

25 

1,646 

Georgia . 

1,054 

293 

286 

1 

50 

1,683 

Hawaii . 

3 

0 

0 

0 

0 

3 

Idaho  . 

4 

0 

0 

0 

0 

4 

Illinois . 

1,557 

251 

164 

12 

61 

2,045 

Indiana  . 

530 

98 

40 

0 

0 

669 

Iowa . 

209 

41 

30 

0 

3 

284 

Kansas  . 

254 

22 

3 

0 

0 

280 

Kentucky  . 

314 

63 

16 

0 

6 

399 

Louisiana . 

350 

53 

10 

0 

0 

412 

Maine . 

20 

1 

3 

0 

0 

24 

Maryland  . 

517 

67 

28 

1 

4 

616 

Massachusetts  . 

1,290 

239 

434 

1 

57 

2,021 

Michigan  . 

388 

16 

18 

0 

0 

423 

Minnesota . 

473 

183 

133 

1 

6 

796 

Mississippi . 

154 

35 

6 

0 

0 

195 

Missouri . 

543 

153 

63 

2 

2 

764 

Montana . 

46 

3 

0 

0 

1 

51 

Nebraska . 

263 

15 

4 

1 

7 

288 

Nevada  . 

18 

11 

324 

0 

6 

359 

New  Hampshire . 

85 

3 

21 

0 

0 

109 

New  Jersey . 

546 

20 

8 

1 

8 

583 

New  Mexico . 

130 

25 

7 

0 

0 

162 

New  York  . 

6,295 

299 

1,355 

5 

283 

8,237 

North  Carolina . 

1,257 

734 

425 

2 

67 

2,485 

North  Dakota . 

49 

1 

1 

0 

1 

53 

Ohio . 

1,478 

378 

337 

2 

61 

2,256 

Oklahoma . 

321 

31 

13 

0 

0 

365 

Oregon  . 

149 

27 

26 

0 

3 

205 

Pennsylvania  . 

1,719 

299 

420 

1 

57 

2,496 

Rhode  Island . 

45 

4 

1 

0 

0 

50 

South  Carolina . 

192 

46 

3 

0 

2 

243 

South  Dakota . 

142 

95 

203 

0 

14 

454 

Tennessee  . 

628 

126 

53 

1 

4 

811 

Texas  . 

1,596 

450 

117 

1 

42 

2,205 

Utah . 

187 

67 

34 

0 

2 

289 

Vermont . 

37 

3 

1 

0 

0 

42 

Virginia  . 

444 

83 

34 

0 

9 

571 

Washington . 

West  Virginia . 

283 

191 

43 

25 

48 

11 

1 

0 

12 

0 

387 

227 

Wisconsin . 

294 

85 

45 

0 

6 

430 

Wyoming  . 

27 

14 

0 

0 

0 

41 

Note:  Preliminary  year-to-date  data.  Zeros  indicate  amounts  of  less  than  $500,000. 
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Noninterest  and  other  expenses  of  national  banks,  by  states,  June  30,  1996 

(Dollar  amounts  in  millions) 


Prouision 
for  loan 
and 
lease 
losses 

Provision 

for 

allocated 

transfer 

risk 

Salaries 

and 

employee 

benefits 

Expenses  of 
premises 
and 
fixed 
assets 

Applicable 

income 

taxes 

Other 

noninterest 

expense 

Total 

noninterest 

and 

other 

expense 

All  national  banks 

$4,338 

$0 

$18,908 

$6,049 

$8,541 

$22,964 

$60,800 

Alabama . 

27 

0 

117 

27 

57 

85 

312 

Alaska . 

6 

0 

43 

14 

15 

23 

101 

Arizona  . 

449 

0 

270 

71 

177 

654 

1,621 

Arkansas  . 

13 

0 

106 

28 

47 

105 

299 

California  . 

-6 

0 

2,543 

881 

1,265 

2,236 

6,919 

Colorado  . 

40 

0 

190 

66 

90 

281 

667 

Connecticut . 

1 

0 

7 

2 

2 

4 

16 

Delaware  . 

768 

0 

488 

120 

242 

1,286 

2,905 

District  of  Columbia . 

5 

0 

22 

10 

24 

40 

100 

Florida . 

254 

0 

763 

292 

436 

813 

2,559 

Georgia . 

166 

0 

426 

167 

283 

961 

2,003 

Hawaii . 

0 

0 

4 

2 

0 

2 

9 

Idaho  . 

0 

0 

2 

1 

0 

3 

6 

Illinois . 

173 

0 

723 

222 

245 

624 

1,987 

Indiana  . 

54 

0 

250 

78 

149 

279 

810 

Iowa . 

53 

0 

122 

37 

50 

138 

399 

Kansas  . 

34 

0 

117 

30 

56 

135 

374 

Kentucky  . 

42 

0 

147 

45 

60 

152 

446 

Louisiana . 

12 

0 

236 

72 

103 

212 

636 

Maine . 

1 

0 

11 

4 

5 

7 

27 

Maryland  . 

-40 

0 

339 

109 

70 

571 

1,050 

Massachusetts  . 

90 

0 

849 

268 

507 

1,036 

2,750 

Michigan  . 

41 

0 

186 

50 

93 

271 

641 

Minnesota . 

38 

0 

385 

113 

215 

494 

1,245 

Mississippi . 

8 

0 

98 

26 

42 

73 

246 

Missouri . 

50 

0 

315 

84 

172 

291 

912 

Montana . 

7 

0 

27 

9 

12 

34 

89 

Nebraska . 

58 

0 

134 

42 

43 

175 

452 

Nevada  . 

286 

0 

74 

11 

180 

590 

1,143 

New  Hampshire . 

49 

0 

8 

3 

53 

210 

323 

New  Jersey . 

26 

0 

295 

121 

182 

301 

926 

New  Mexico . 

3 

0 

77 

25 

34 

83 

222 

New  York  . 

541 

0 

3,536 

1,071 

975 

3,655 

9,779 

North  Carolina . 

130 

0 

924 

310 

288 

939 

2,591 

North  Dakota  . 

3 

0 

26 

7 

9 

16 

61 

Ohio . 

268 

0 

885 

236 

434 

1,395 

3,219 

Oklahoma . 

24 

0 

165 

47 

41 

161 

437 

Oregon  . 

28 

0 

156 

54 

71 

66 

374 

Pennsylvania  . 

98 

0 

1,102 

423 

480 

1,268 

3,371 

Rhode  Island  . 

2 

0 

24 

4 

15 

15 

61 

South  Carolina . 

-9 

0 

87 

29 

53 

97 

257 

South  Dakota . 

253 

0 

124 

28 

158 

825 

1,388 

Tennessee  . 

46 

0 

431 

105 

183 

343 

1,107 

Texas  . 

152 

0 

1,165 

419 

463 

1,172 

3,370 

Utah . 

14 

0 

121 

21 

67 

171 

395 

Vermont 

3 

0 

19 

7 

8 

17 

54 

Virginia  . 

-13 

0 

223 

72 

89 

165 

537 

Washington . 

50 

0 

251 

91 

137 

222 

751 

West  Virginia  . 

19 

0 

85 

24 

55 

91 

274 

Wisconsin . 

17 

0 

197 

62 

69 

161 

507 

Wyoming  . 

2 

0 

15 

4 

36 

14 

71 

Note  Preliminary  year-to-date  data  Zeros  indicate  amounts  of  less  than  $500,000. 
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Value  of  securities  not  in  trading  account  at  domestic  offices  of  national  banks,  by  state,  June  30,  1996* 

(Dollar  amounts  in  millions) 


as. 

Treasury 

securities 

as. 

government 
issued  or 
guaranteed 
certificates  of 
participation 

Other  as. 
government 
agency 
and 

corporation 

obligators 

Securities 
issued  by 
states  and 
political 
subdivisions 
in  the  CI.S. 

Other 

domestic 

debt 

securities 

Foreign 

debt 

securities 

Equity 

securities 

All  national  banks 

$86,341 

$110,865 

$97,648 

$30,562 

$31,868 

$3,365 

$10,787 

Alabama . 

342 

590 

2,081 

438 

46 

10 

60 

Alaska . 

581 

25 

344 

224 

228 

0 

25 

Arizona  . 

1,100 

2,889 

1,069 

107 

302 

1 

73 

Arkansas  . 

1,198 

544 

1,975 

677 

117 

0 

54 

California  . 

3,942 

7,750 

5,142 

674 

3,294 

17 

762 

Colorado  . 

848 

3,234 

1,004 

534 

232 

0 

69 

Connecticut . 

62 

21 

64 

16 

1 

1 

5 

Delaware  . 

1,247 

114 

755 

29 

882 

2 

55 

District  of  Columbia . 

140 

384 

274 

6 

228 

0 

16 

Florida . 

4,399 

5,783 

4,852 

876 

1,648 

39 

563 

Georgia . 

4,754 

4,404 

1,868 

948 

1,363 

397 

238 

Hawaii . 

30 

0 

16 

1 

0 

0 

2 

Idaho  . 

15 

0 

0 

8 

0 

0 

0 

Illinois . 

4,825 

2,931 

7,844 

3,267 

1,607 

10 

417 

Indiana  . 

786 

2,396 

1,246 

1,092 

419 

2 

135 

Iowa . 

752 

1,404 

765 

545 

84 

1 

96 

Kansas  . 

1,333 

1,092 

2,043 

558 

176 

2 

79 

Kentucky  . 

1,418 

665 

1,036 

767 

115 

0 

111 

Louisiana . 

2,918 

2,351 

2,247 

362 

140 

3 

152 

Maine . 

46 

134 

105 

14 

12 

0 

18 

Maryland  . 

1,325 

3,114 

918 

589 

3,069 

223 

148 

Massachusetts  . 

3,788 

6,801 

2,562 

332 

358 

102 

979 

Michigan  . 

921 

370 

2,424 

388 

334 

5 

171 

Minnesota . 

1,585 

2,921 

1,012 

803 

277 

5 

440 

Mississippi . 

845 

230 

1,949 

688 

93 

1 

32 

Missouri . 

3,555 

1,650 

4,223 

1,043 

1,061 

5 

153 

Montana . 

70 

430 

57 

51 

7 

0 

20 

Nebraska . 

1,381 

526 

833 

653 

27 

1 

94 

Nevada  . 

2 

3 

15 

7 

0 

0 

26 

New  Hampshire . 

116 

97 

47 

8 

13 

1 

14 

New  Jersey . 

3,024 

3,067 

1,407 

719 

262 

64 

271 

New  Mexico . 

535 

1,375 

1,064 

227 

149 

0 

36 

New  York  . 

4,286 

9,123 

3,792 

2,964 

4,828 

922 

2,199 

North  Carolina . 

6,705 

2,391 

2,553 

731 

96 

1,042 

197 

North  Dakota . 

126 

357 

174 

51 

36 

0 

27 

Ohio . 

2,384 

6,000 

5,980 

1,365 

1,558 

8 

421 

Oklahoma . 

2,148 

1,293 

2,505 

887 

200 

1 

171 

Oregon  . 

164 

363 

449 

291 

51 

0 

17 

Pennsylvania  . 

4,081 

8,489 

10,564 

1,964 

3,443 

91 

836 

Rhode  Island  . 

67 

53 

486 

0 

0 

2 

33 

South  Carolina . 

836 

720 

912 

191 

137 

1 

21 

South  Dakota . 

184 

484 

203 

120 

205 

0 

49 

Tennessee  . 

1,720 

2,929 

4,404 

880 

419 

3 

211 

Texas  . 

1 1 ,430 

14,616 

8,520 

1,970 

1,964 

131 

458 

Utah . 

270 

640 

1,818 

330 

51 

0 

239 

Vermont . 

128 

144 

205 

28 

13 

0 

20 

Virginia  . 

2,054 

3,694 

1,360 

416 

1,392 

263 

250 

Washington . 

163 

289 

343 

325 

39 

0 

117 

West  Virginia  . 

526 

720 

1,240 

478 

273 

0 

80 

Wisconsin . 

960 

1,161 

710 

849 

373 

11 

90 

Wyoming  . 

227 

105 

190 

70 

246 

0 

37 

'Beginning  in  1994,  securities  classified  by  banks  as  “held-to-maturity"  are  valued  at  their  amortized  cost,  and  securities  classified  as 
"available-for-sale”  are  valued  at  their  current  fair  value. 

Note:  Preliminary  end-of-quarter  data.  Zeros  indicate  amounts  of  less  than  $500,000 
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Off-balance-sheet  items,  by  state,  June  30,  1996 
(Dollar  amounts  in  millions) 


Unused 

commitments 

Letters 

of 

credit 

Securities 

lent 

Mortgages 
transferred 
to  FNMA  and 
FHLMC 
with  recourse 

Notional 
value  of 
swap 
contracts 

When-issued 
securities 
and  futures 
and 

forward 

contracts 

Written  and 
purchased 
options 
contracts 

All  national  banks 

$1,570,81 

$113,558 

$44,085 

$6,254 

$2,498,232 

$5,171,786 

$2,152,388 

Alabama  . 

4,383 

461 

22 

0 

500 

301 

10 

Alaska . 

712 

18 

25 

0 

373 

20 

0 

Arizona  . 

106,780 

531 

597 

6 

7,744 

50 

2,010 

Arkansas  . 

1,671 

85 

0 

595 

0 

75 

225 

California  . 

114,707 

21,853 

4,299 

51 

488,866 

1,195,459 

174,116 

Colorado  . 

14,831 

424 

1,488 

0 

1,261 

48 

300 

Connecticut . 

69 

2 

0 

0 

0 

0 

0 

Delaware  . 

287,586 

4 

0 

0 

9,229 

380 

2,755 

District  of  Columbia . 

1,393 

30 

0 

0 

17 

2 

0 

Florida . 

36,188 

2,262 

0 

295 

6,162 

3,315 

3,396 

Georgia . 

64,655 

4,689 

0 

36 

16,001 

140 

4,551 

Hawaii . 

58 

3 

0 

0 

0 

0 

0 

Idaho  . 

53 

2 

0 

0 

0 

0 

0 

Illinois . 

66,012 

5,763 

18 

43 

243,065 

526,716 

129,780 

Indiana  . 

17,765 

1,216 

297 

5 

4,586 

1,086 

1,276 

Iowa . 

8,464 

208 

372 

0 

190 

0 

237 

Kansas  . 

3,478 

161 

6 

0 

48 

66 

300 

Kentucky  . 

3,509 

548 

1 

0 

2,028 

12 

169 

Louisiana . 

8,142 

340 

362 

0 

162 

52 

1,034 

Maine . 

162 

1 

0 

0 

30 

0 

35 

Maryland  . 

9,090 

1,335 

69 

121 

5,959 

1,251 

2,270 

Massachusetts  . 

44,933 

4,687 

232 

338 

35,526 

74,854 

25,558 

Michigan  . 

10,223 

579 

224 

143 

1,263 

83 

46 

Minnesota . 

18,367 

1,752 

646 

42 

5,402 

3,678 

3,280 

Mississippi . 

1,776 

122 

0 

0 

23 

223 

230 

Missouri . 

11,571 

1,243 

360 

0 

3,505 

2,197 

2,921 

Montana . 

1,309 

33 

103 

0 

0 

0 

0 

Nebraska . 

4,447 

132 

128 

0 

50 

2 

0 

Nevada  . 

93,073 

0 

0 

0 

14,037 

5,873 

16,261 

New  Hampshire . 

10,948 

4 

0 

0 

1,430 

0 

116 

New  Jersey . 

10,761 

1,477 

666 

14 

6,599 

1,957 

2,506 

New  Mexico . 

1,206 

63 

314 

2 

260 

1,509 

870 

New  York  . 

141,632 

33,886 

22,864 

2,681 

1,238,824 

2,914,164 

837,930 

North  Carolina . 

56,642 

6,904 

326 

24 

248,847 

361,437 

859,950 

North  Dakota  . 

264 

26 

87 

0 

0 

0 

0 

Ohio . 

107,569 

4,121 

321 

44 

56,048 

4,933 

19,824 

Oklahoma . 

3,091 

373 

20 

16 

223 

92 

177 

Oregon  . 

11,691 

382 

0 

0 

597 

493 

149 

Pennsylvania  . 

62,146 

8,308 

6,775 

633 

32,673 

22,370 

20,388 

Rhode  Island  . 

1,150 

39 

0 

0 

200 

516 

2 

South  Carolina . 

2,960 

216 

6 

34 

132 

122 

40 

South  Dakota . 

128,232 

69 

194 

0 

14,138 

6,280 

11,901 

Tennessee 

13,015 

1,518 

182 

555 

2,095 

4,044 

1,097 

Texas . 

45,482 

4,681 

2,863 

244 

26,801 

2,409 

20,337 

Utah . 

5,738 

266 

0 

1 

1,108 

8,146 

2,610 

Vermont . 

464 

45 

0 

0 

20 

4 

130 

Virginia  .  .  .  . 

6,289 

620 

13 

5 

887 

136 

645 

Washington  . 

17,167 

1,244 

38 

0 

15,875 

27,112 

72 

West  Virginia  . 

1,582 

117 

13 

25 

571 

46 

247 

Wisconsin . 

7,171 

702 

146 

299 

4,879 

134 

2,639 

Wyoming 

201 

15 

9 

0 

0 

1 

0 

Swap  futures  and  forward,  and  option  contracts  include  interest  rate,  foreign  exchange,  and  commodities  and  equities  contracts 
Note  Preliminary  end-of-quarter  data  Zeros  indicate  amounts  of  less  than  $500,000 
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Outstanding  balances,  credit  cards  and  related  plans,  by  state,  June  30,  1996 

(Dollar  amounts  in  thousands) 


Alabama . 

Alaska . 

Arizona  . 

Arkansas  . 

California  . 

Colorado  . 

Connecticut  .  .  .  . 

Delaware  . 

District  of  Columbia 
Florida . 


Credit  cards  and  other 


Total 


related  credit  plans 


number  of 


Number  of 


Outstanding 


All  national  banks 


national  banks 

$2,763 


national  banks 

$1,852 


volume 

$136,859,865 


35 

4 

14 

75 

112 

92 

7 

20 

11 

97 


22 

3 

12 

39 

100 

80 

7 

20 

10 

58 


231,944 
68,371 
14,523,895 
222,970 
3,241,085 
1 ,926,320 
1,306 
35,445,394 
429,946 
5,329,948 


Georgia 
Hawaii  . 
Idaho 
Illinois  . 
Indiana 
Iowa  .  . 
Kansas 
Kentucky 
Louisiana 
Maine  . 


63 

1 

2 

241 

51 

60 

123 

69 

31 

6 


55 

1 

2 

154 

47 

42 

54 

40 

23 

5 


7,947,862 

3,292 

6,469 

1,794,400 

1,673,781 

906,438 

548,844 

294,745 

919,672 

11,347 


Maryland  .  .  . 
Massachusetts 
Michigan  .  .  . 
Minnesota  .  .  . 
Mississippi  .  .  . 
Missouri  .  .  .  . 
Montana  .  .  .  . 
Nebraska  .  .  . 
Nevada  .  .  .  . 
New  Hampshire 


22 

21 

39 

127 

23 

53 

21 

97 

5 

7 


18 

17 

31 

105 

13 

34 

16 

54 

4 

5 


72,053 

838,780 

679,749 

1,395,769 

101,389 

823,354 

154,793 

2,032,358 

15,314,837 

2,793,687 


New  Jersey  . 
New  Mexico  . 
New  York  .  . 
North  Carolina 
North  Dakota 

Ohio . 

Oklahoma  .  . 
Oregon  .  .  . 
Pennsylvania 
Rhode  Island 


30 

27 

70 

10 

18 

121 

120 

4 

113 

1 


28 

21 

52 

9 

15 

99 

60 

4 

79 

1 


244,803 

67,062 

8,617,613 

781,744 

34,308 

8,760,514 

91,276 

1,389,160 

996,646 

67,638 


South  Carolina . 

South  Dakota . 

Tennessee  . 

Texas  . 

Utah . 

Vermont . 

Virginia  . 

Washington . 

West  Virginia  . 

Wisconsin . 

Wyoming  . 

Note:  Preliminary  end-of-quarter  data. 


23 

23 

122,012 

21 

14 

9,306,132 

44 

29 

1,103,681 

441 

200 

1 ,367,598 

7 

6 

312,839 

10 

7 

61,561 

30 

19 

874,832 

21 

20 

2,276,322 

39 

19 

131,796 

65 

61 

497,966 

19 

15 

19,564 
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Consolidated  foreign  and  domestic  loans  and  leases  past  due  at  national  banks,  June  30,  1996 

(Dollar  amounts  in  millions) 


Number 

of 

banks 

Ty 

pe  of  loan 

All  real 
estate 

Commercial  and 
industrial* 

Personal  f 

Leases 

Other 

loansf 

Total 

loans 

To  non-Cl.S. 
addresses 

All  national  banks 

$2,763 

$9,963 

$4,304 

$9,770 

$450 

$751 

$25,238 

$852 

Alabama . 

35 

49 

20 

48 

3 

1 

120 

0 

Alaska . 

4 

17 

16 

10 

0 

0 

44 

0 

Arizona  . 

14 

92 

43 

678 

9 

17 

838 

0 

Arkansas  . 

75 

73 

28 

43 

0 

2 

145 

0 

California  . 

112 

1,713 

429 

319 

19 

195 

2,674 

49 

Colorado  . 

92 

76 

61 

66 

5 

8 

216 

0 

Connecticut . 

7 

5 

1 

0 

0 

0 

6 

0 

Delaware  . 

20 

6 

3 

1,212 

0 

0 

1,220 

0 

District  of  Columbia . 

11 

16 

2 

23 

0 

0 

40 

0 

Florida . 

97 

653 

72 

385 

1 

30 

1,140 

0 

Georgia . 

63 

428 

188 

358 

3 

11 

989 

2 

Hawaii . 

1 

4 

2 

0 

0 

0 

6 

0 

Idaho  . 

2 

1 

3 

3 

0 

0 

7 

0 

Illinois . 

241 

465 

276 

251 

29 

9 

1,030 

0 

Indiana  . 

51 

208 

87 

226 

13 

11 

545 

0 

Iowa . 

60 

47 

42 

63 

1 

8 

160 

0 

Kansas  . 

123 

44 

58 

54 

1 

8 

166 

0 

Kentucky  . 

69 

120 

47 

106 

10 

6 

290 

0 

Louisiana . 

31 

66 

38 

133 

1 

2 

240 

0 

Maine . 

6 

11 

3 

2 

0 

0 

15 

0 

Maryland  . 

22 

321 

141 

73 

3 

63 

601 

38 

Massachusetts  . 

21 

483 

191 

228 

6 

87 

995 

55 

Michigan  . 

39 

142 

93 

109 

1 

2 

346 

0 

Minnesota . 

127 

110 

172 

83 

4 

9 

377 

0 

Mississippi . 

23 

36 

21 

30 

0 

4 

91 

0 

Missouri . 

53 

160 

109 

86 

5 

15 

375 

0 

Montana . 

21 

12 

9 

20 

0 

5 

45 

0 

Nebraska . 

97 

33 

47 

136 

0 

16 

232 

0 

Nevada  . 

5 

3 

0 

507 

0 

0 

511 

0 

New  Hampshire . 

7 

37 

2 

90 

0 

0 

130 

0 

New  Jersey . 

30 

300 

145 

124 

0 

7 

576 

0 

New  Mexico . 

27 

45 

14 

28 

0 

8 

96 

0 

New  York  . 

70 

1,145 

439 

1,514 

250 

29 

3,377 

681 

North  Carolina . 

10 

251 

119 

160 

3 

32 

565 

2 

North  Dakota  . 

18 

13 

16 

7 

0 

4 

40 

0 

Ohio . 

121 

455 

270 

806 

35 

8 

1,574 

0 

Oklahoma . 

120 

88 

74 

42 

0 

8 

212 

0 

Oregon  . 

4 

27 

33 

64 

10 

3 

137 

0 

Pennsylvania  . 

113 

888 

296 

404 

19 

36 

1,643 

4 

Rhode  Island  . 

1 

4 

1 

10 

0 

0 

16 

0 

South  Carolina . 

23 

47 

9 

17 

0 

1 

73 

0 

South  Dakota . 

21 

11 

39 

445 

0 

7 

502 

0 

Tennessee  . 

44 

159 

46 

141 

2 

3 

351 

0 

Texas  . 

441 

613 

352 

303 

5 

50 

1,323 

18 

Utah . 

7 

49 

33 

56 

2 

10 

151 

0 

Vermont . 

10 

19 

6 

4 

0 

0 

29 

0 

Virginia  . 

30 

142 

27 

86 

0 

12 

268 

1 

Washington . 

21 

71 

45 

106 

0 

14 

235 

0 

West  Virginia 

39 

106 

33 

55 

1 

0 

195 

0 

Wisconsin . 

65 

90 

98 

47 

8 

10 

254 

0 

Wyoming  . 

19 

9 

6 

9 

0 

0 

24 

0 

‘For  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial  (time  and  demand)  and  all  other  loans 
fFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans 
tDoes  not  include  banks  with  assets  of  less  than  $300  million. 
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Percent  of  loans  past  due,  by  asset  size  of  national  banks,  June  30,  1996* 


Less 

than 

$100M 

$100M 

to 

$1B 

$1B 

to 

$10B 

Greater 

than 

$10B 

All 

national 

banks 

Real  estate 

September  1995  .... 

1.51 

1.26 

1.34 

1.70 

1.53 

December  1995  .  . 

1.62 

1.38 

1.43 

1.76 

1.61 

March  1996  .  . 

1.76 

1.46 

1.58 

1.65 

1.61 

June  1996 

1.66 

1.30 

1.43 

1.61 

1.53 

Commercial  and  industrial 

September  1995  .  . 

3.24 

1.97 

1.12 

0.60 

0.85 

December  1995  .  . 

3.18 

1.71 

0.95 

0.70 

0.86 

March  1996  . 

4.22 

2.22 

1.19 

0.71 

0.97 

June  1996  .... 

3.54 

2.12 

1.39 

0.74 

0.99 

Personal^ 

September  1995  .  .  . 

2.48 

2.12 

2.93 

2.84 

2.78 

December  1995  .  .  . 

2.63 

2.53 

3  11 

3.06 

3.02 

March  1996  . 

2.48 

2.48 

2.92 

2.90 

2.85 

June  1996  . 

2.55 

2.61 

3.03 

2.86 

2.89 

Leases 

September  1995  . 

1.30 

0.58 

0.68 

0.62 

0.63 

December  1995  . 

1.30 

1.06 

0.87 

0.88 

0.89 

March  1996  . 

1.85 

1.19 

0.77 

0.79 

0.80 

June  1996  . 

1.82 

1.15 

1.06 

0.94 

0.96 

Other  loans 

September  1995  . 

N/M 

0.40 

0.62 

0.23 

0.28 

December  1995  . 

N/M 

0.50 

0.67 

0.27 

0.33 

March  1996  . 

N/M 

0.78 

1.25 

0.31 

0.44 

June  1996  . 

N/M 

0.45 

1.05 

0.41 

0.47 

Total  loans 

September  1995  . 

1.78 

1.53 

1.77 

1.31 

1.47 

December  1995  . 

1.87 

1.64 

1.87 

1.41 

1.57 

March  1996  . 

2.12 

1.78 

1.90 

1.34 

1.56 

June  1996  . 

1.95 

1.68 

1.92 

1.38 

1.55 

*Past  due  loans  in  each  category  are  stated  as  a  percentage  of  loans  outstanding  of  that  type. 

tFor  banks  with  assets  of  less  than  $300  million,  this  category  captures  commercial(time  and  demand)  and  all  other  loans. 
:(:For  banks  with  assets  of  less  than  $300  million,  this  category  captures  installment  loans  and  credit  cards  and  related  plans. 
Note:  Preliminary  end-of-quarter  data. 

N/M  =  Not  meaningful 
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